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FINANCIAL HIGHLIGHTS

Year Ended December 3

* Dividend suspended beginning in the third quarter 2002.

(% in millions, except per share amounts}) 2006 . 2005 2
FINANCIAL DATA
Operating revenues $ 2,017 §$ 2313 § 2451
Power Generation - Midwest operating income 208 194 194
Power Generation - Northeast operating income 55 29 21
Power Generation - South operating loss (55) 21 {52)
Customer Risk Management operating income (loss) 7 (647) (118)
~Regulated Energy Delivery operating income - - 139
Operating income (loss) 52 (838) (100}
Income from discontinued operations, net of tax 24 899 165
Net income {loss) (333) 90 (15)
Net income (loss) applicable to common shareholders (342) 68 37
Capital expenditures, investments and acquisitions 163 315 34
Cash flow provided by (used in) operations (194) 30) 5
Total long-term debt and obligations 4,034 5,606 5,532
COMMON SHARE DATA
Earnings (loss) per diluted common share ($0.75) $0.18 (30.10)
Annual cash dividend per common share’ - - -
Market price at year-end 7.24 4.84 4.62
Average common shares outstanding (in millions)
Diluted 509 513 504
Basic 459 387 378
OPERATING STATISTICS
Power Generation - Midwest
Electric power generated {(net million megawatt hours) 22 22 23
Power Generation - Northeast
Electric power generated (net million megawatt hours) 4 ‘8 6
Power Generation - South
Electric power generated (net million megawatt hours) 4 5 7
Natural Gas Liquids ™
Natural gas liquids produced (thousand barrels per day) - 80 84
Natural gas liquids sold (thousand barrels per day) - 258 283
Fractionation throughput (thousand barrels per day) - 174 203

" Operating statistics for Natural Gas Liguids for the year ended December 31, 2005 only included statistics through October 31, 2005 due

1o the sale of the business.

This annual report contains statements reflecting assumptions, expectations, projections, intentions or beliefs about future events that are intended as "forward-
looking statements.” These statements represent our judgment on the future based on various factors and using numerous assumptions, and are subject to known
and unknown risks, uncertainties and other factors that could cause our actual results and financial position to differ materially from those contemplated by the
statements. You can identify these statements by the fact that they do not relate strictly to historical or current facts, and they include words such as "anticipate,”
"estimate,” "project,” "forecast,” "plan,” "may,” "will," "should,” "expect” and other words of similar meaning. For information concerning our forward-locking
statements and important factors that could cause our actual results to differ materially from those in such statements, see page 22 of the Form 10-K.




GUIDING PRINCIPLES

WHAT WE DO:

Produce and sell electric energy, capacity and ancillary services in key U.S. markets.
WHAT WE VALUE:

= Our colleagues and teamwork.

= Honesty and integrity.

= Clear, candid and open communications.

» Diversity and inclusiveness in culture, experience and ideas.
= Commitment, discipline and focus.

s Individual responsibility and accountability.
HOW WE OPERATE:

= Do the right things with an expectation that the right things will happen.

= Operate safely, efficiently and consistent with our legal, ethical and environmental obligations.
» Trust and respect our fellow employees.

» Engage and develop our employees.

* Do things once and do them right.

® Recognize and reward performance.

» Work cooperatively and collaboratively.
WE WILL BE SUCCESSFUL WHEN:
= Qur investors demonstrate confidence in our business strategy.

= Qur employees live these Guiding Principles in their every action.

» Our communities recognize Dynegy as a valued corporate citizen.




To OUR INVESTORS:

I would like to begin by thanking you for your continued interest in Dynegy. This is a company committed
to clear communications with investors, and, as in past years, ! am using this opportunity to discuss events and
milestones of the previous year and, going forward, our strategy for creating near-term, medium-term and
long-term value for our stockholders. .

2006 was a notable year for Dynegy and our investors. We completed our strategic and financial
restructuring objectives. We continued to deliver a strong operational perfbrmance. And, we announced a
significant growth initiative with LS Power. The LS Power combination, which closed on April 2, 2007,
increased the scale, scope and diversification of our power generation enterprise to nearly 20,000 megawatts
in threé strategic regions of the country — the Midwest, the West and the Northeast. This increased scale and
scope does not come at the expense of significantly higher corporate overhead or general and administrative
costs. In fact, we anticipate modest incremental general and administrative costs of approximately 14 percent
for 2007 to support a greater than 70 percent increase in productive assets under management.

Dynegy’s new power generation portfolio is also more resilient and diverse, with much stronger free cash
flow. Today, LS Power has a 40 percent equity ownership in Dynegy. Our Class B stockholder shares our focus
on capitalizing on the dominant trends in our sector today — consolidation and growth in demand for clean,
reliable and affordable sources of electricity.

Throughout the year as we worked to define a strategy for sector leadership and growth, we never lost sight
of “doing the right things” in terms of our financial and operational performance, our safety and environmental
responsibilities and our overarching commitment to delivering value to common stockholders. In each of these
areas, we produced strong results that provided the foundation and momentum for future growth.

2006 accomplishments

Financial Performance

In late 2005, we sold our midstream natural gas business to Targa Resources for $2.4 billion. In 2006, we
utilized the sales proceeds in an efficient, productive manner to launch and complete a comprehensive liability
management plan. This initiative significantly reduced debt and other obligations, simplified our capital structure,
eliminated dilutive securities and reduced our interest expense going forward.

Our liability management plan effectively completed our multi-year self-restructuring initiative and
furthered our progress in reducing debt, tolling and other obligations from approximately $14 billion in 2002
to approximately $4 billion at the beginning of 2007.

. During 2006, we also maintained our commitment to cost control by meeting our general and administrative
cost goal of $140 million, excluding legal and settlement charges.

And finally, we prepared ourselves for the future by monetizing non-core assets, including West Coast
Power and the Rockingham facility. We sold our 50 percent stake in West Coast Power and received in
exchange the remaining 50 percent ownership stake in the Rocky Road power plant, a 351-megawatt natural
gas-fired peaking facility near Chicago, and net cash proceeds of approximately $160 million. The addition of
the Rocky Road interest strengthened our presence in the Midwest. The Rockingham facility was sold for
approximately $195 million. In 2007, following the combination with LS Power, we are continuing to pursue
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selected non-core asset sales, with our current focus being on divesting of a few facilities located outside of
our three core operating regions.

I would also like to mention that we terminated the Sterlington toll contract for $370 million, which result-
ed in the elimination of nearly $750 million in potential payment obligations. This effectively represented

Dynegy’s exit from power tolling activities associated with our former marketing and trading era.

Operational Performance

During 2006, Dynegy maintained its commitment to safe, reliable and cost-efficient operations. Despite
less robust market conditions marked by lower prices and a 16 percent year-over-year reduction in net volumes,
we delivered a strong operational performance that can be attributed to the successful execution of our
near-term commercial sales strategy, through which we realized higher prices than average market prices
for the year. )

We also strive to be the reliable generator of electricity in our regions. The key measurement of in-market
availability for our major facilities in our core business regions of the Midwest and Northeast was 87.7 percent
and 87.4 percent, respectively, during 2006. This compares favorably to some of the best-run power fleets in
the nation, and can be credited to an experienced operations team and a robust preventative and predictive
maintenance program focused on ensuring that our facilities are ready to run when our markets and customers
require the energy they produce.

Another indication of the strength of our operational platform relates to our strong safety performance.
2006 was our second-best year in terms of safe operations, with nine of 18 plants having no recordable accidents.
For example, a nine-week outage at our Baldwin plant, the company’s largest power generation facility,
involved some 260,000 man-hours of work with no recordable incidents for either the company or our contractor.
This is strong evidence of the safety culture at Dynegy and our focus on every employee finishing the
workday injury and illness free.

Finally, operations have successfully transitioned to an organizational structure focused on and fully capable
of running an expanded power generation portfolio. Led by Steve Furbacher, our President and Chief Operating
Officer, we recently announced a leadership organization that sharpens our focus on commercial and operational
opportunittes, Our commercial and operations teams also benefit from our ongoing investment in improved
reporting tools and business processes that focus on simplicity and cost-effectiveness. These tools and processes
enable our commercial and operational platforms to support more megawatts of generation without a

commensurate increase in costs.

Environmental Responsibility

Dynegy’s commitment to environmentally responsible operations starts at the individual facility level and
extends to fleet-wide efforts that help us achieve a balance between protecting the environment and supplying
clean, reliable and affordable clectricity to our markets and regions. During 2006, Dynegy announced an
agreement with the [llinois Environmental Protection Agency that is expected to enhance the standing of the
company’s Midwest fleet as the cleanest group of coal-fired power generation assets in Illinois and among the
lowest emission coal fleets in the United States. This agreement builds on already strong emissions reductions.
Compared to 1999 levels, our Midwest coal-burning plants have reduced emissions of sulfur dioxide and nitrogen




oxides by approximately 90 percent, while increasing electricity production by approximately 20 percent. In
addition, recycling and energy efficiency projects have reduced carbon dioxide emissions, while tree-planting
initiatives funded by the company have worked to offset carbon dioxide in the atmosphere.

We recognize that the environmental landscape is dynamic in nature, with numerous state and federal
proposals aimed at further reductions in power plant emissions. Our focus is on maintaining our strong track
record of environmental compliance and working with our customers and communities within the regulatory
framework to develop new solutions that will contribute to our long-term ability to produce clean, reliable and

affordable electricity from our power generation fleet.

Delivering Value to Investors

Finally, all of our 2006 efforts contributed to strong returns for common stockholders. Dynegy was a top
performer in the S&P 500 with a 50 percent increase in our stock price during 2006. We believe our continued
listings in both the S&P 500 and the Fortune 500 are testaments to our turnaround. The equity markets have
validated that we are solidly on the right track.

In previous years, our focus was on the restoration of value for our senior notes. Today, they are generally
trading at or above par. In 2006, we focused on improving our common stockholder returns. As our results
demonstrate, our shift to restoring value for common stockholders has already met significant success. We
believe our strong operational and growth platforms, coupled with our focus on minimizing costs, will continue

to produce strong returns for our common stockholders.

Our Leadership

In wrapping up the discussion of our 2006 accomplishments, 1 want to give credit to a special group of
company stakeholders, our employees. Our results and current momentum would not be possible without the
“people assets” that provide guidance and direction, day-to-day leadership and sound operational performance
and results. Our company’s more than 1,300 employees actively reflect our Guiding Principles. Near the top
of the list are the words, “Do the right things with an expectation that the right things will happen.” This is
how we run our operations and, importantly, how we treat the communities and the natural environment in
which we operate.

Our Board of Directors consistently provides leadership, support and guidance for our day-to-day business
as well as our future direction, while also adhering to our Guiding Principles and the highest standards of
corporate governance. Following the recent completion of the LS Power combination, we welcome the following
new members to our Board of Directors: Mike Segal, Chairman and Chief Executive Officer of LS Power
Group; Frank Hardenbergh, Vice Chairman of LS Power Group; and James Bartlett, President of LS Power
Equity Advisors. Their collective experience represents a valuable new resource for our company.

1 would also like to recognize the two Class B Directors who left our Board. I would like to thank Rebecca
Roberts and Howard Sheppard, both of whom are affiliated with Chevron Corporation, for their service to
Dynegy and wish them the best in their future endeavors. Also, in light of Chevron Corporation no longer
being our Class B stockholder, I want to thank David O’Reilly, Peter Robertson, John Watson, John McDonald
and the rest of the Chevron team that I have had the pleasure to work with as we restructured and brought
Dynegy to where it is today.




QOur senior management team has a strong understanding of the company and the industry. In addition to
myself and Steve Furbacher, our Executive Management Team includes Holli Nichols, Executive Vice
President and Chief Financial Officer; Kevin Blodgett, General Counsel, Executive Vice President-
Administration and Secretary; Lynn Lednicky, Executive Vice President, Commercial and Development; and
Jason Hochberg, the newest member of our EMT. Jason, who previously served as President of LS Power, is
our new Executive Vice President, Strategic Planning and Corporate Business Development. Not only is this
one of the best executive teams in the business, with years of experience and industry knowledge — 1 believe it
is the right group of executives to lead our growth.

Our Path Forward

Dynegy’s recently completed combination with LS Power represents the transition from our previous era
of self-restructuring to a new period of expanded, more diverse operations that provides greater scale and scope
in our key markets and stronger positioning for future growth opportunities — in short, from running and
restructuring the business to running and growing the business. I would like to discuss the near-term,
medium-term and long-term benefits for investors associated with the new company, and then close this year’s
letter to investors with my thoughts on the next stage of growth for Dynegy.

Near-Term Value

In terms of near-term value, we anticipate strong earnings that are reflected in our current 2007 cash flow
and earnings estimates, which include a range of consolidated EBITDA greater than $1 billion. In addition,
our business is marked by less volatility on a percentage basis given the more predictable free cash flow from
the addition of LS Power’s operating assets. Approximately 50 percent of our gross margin was contracted
going into 2007 as a result of our participation in the Illinois auction, reliability-must-run contracts, capacity
arrangements and other contracts. We will continue to actively manage forward sales commitments in response

to market conditions. These strong cash flows provide greater stability of results for our investors.

Medium-Term Value

Over the medium term, we believe our value proposition will be demonstrated through greater fuel, dispatch
and geographic diversity in our key regions of the Midwest, the West and the Northeast. In terms of fuel,
approximately 21 percent of our fleet is coal-fired, with efficient combined-cycle natural gas generation at
approximately 33 percent, peaking gas generation at approximately 40 percent and dual-fuel generation at 6 percent.

Today, we also have significant dispatch diversity, with the notable difference from Dynegy’s historic
power generation business being an increase in intermediate capabilities given the new company’s combined-cycle,
natural gas-fired fleet acquired from LS Power.

We believe the next major “event” for the electricity sector is the tightening of generation supply and
demand — not on a national basis, but on a regional basis or by NERC region. This has been demonstrated on
a short-term basis through weather-driven demand or plant outages, and will be characterized longer-term by
the tightening of supply and demand as the U.S. economy continues to strengthen and electricity demand

Increases.




Power market recovery is expected to place a premium on low-cost generation, including our Illinois
coal-fired fleet, and bring expanding spark spreads. We believe this will create more opportunities for
combined-cycle facilities and, at some point in the dispatch cycle, more of our peaking units will ramp up in

terms of run-times, resulting in increasing upside potential for investors.

Long-Term Value

The new company has a strong vehicle for growth through our participation in a proven development platform
that is well-positioned to transition from development optioris to construction and operational assets. To date,
this portfolio includes more than 7,600 megawatts of generation options in various stages of development and:
approximately 2,500 megawatts of repowering opportunities at existing LS Power sites in strategic load-pocket
regions.

Development represents one approach for future growth. The other growth driver will come from our
participation in the ongoing consolidation of the electricity sector, which, combined with the expected recovery
of power markets, represents the full potential for long-term investor value.

Here, I would like to acknowledge that Dynegy was not the only electricity sector participant to benefit
from improving market dynamics in 2006, nor are we the only company to make significant progress in terms

.of dealing with legacy issues and restoring stockholder value.

1 believe the distinguishing factors that set Dynegy apart and establish us as a sector leader with the strong

- potential for creating investor value include the following attributes:

» An operating portfolio that provides near-term value as a result of stronger free cash flow; medium-term
value through the geographic, fuel, dispatch and sales strategy diversity of our power generation platform; and
long-term value through the anticipated market recovery and participation in the ongoing consolidation of the
electricity sector.

+ A flexible development portfolio characterized by more than 10,000 megawatts of repowering and
development options — including natural gas, coal and renewables — that provide opportunities for future organic
growth or value capture.

+ A well-defined and committed environmental spending program that ensures the long-term viability of
our power generation fleet, while positioning us “ahead of the curve” compared to our peers. This capital program
includes more than $550 million aiready invested in our conversion to clean-operating Powder River Basin
coal, as well as more than $600 million in future spending focused on new emissions controls.

During the past year, we have lived up to our promise of managing the company in a manner marked by
integrity. We have developed a straightforward business platform based on “running and growing” a power
generation enterprise built on the attributes of safety, reliability, cost-efficiency and environmental responsibility.
You have our commitment that this focus will continue in 2007 as we work to develop new opportunities and

build new value for our investors.

AL

Bruce A. Williamson
Chairman and Chief Executive Officer
May 21, 2007




BOARD OF DIRECTORS

James T. Bartlett, 39

Mr. Bartlett is President of LS Power Equity Advisors.
Prior to joining LS Power in 2005, Mr. Bartlett served
as a Managing Director in Credit Suisse First Boston’s
Energy Investment Banking Group where he focused on
M&A and financing transactions in the power generation
sector. Previously, Mr. Bartlett was an Associate at
Kendall Capital Partners and an Analyst at Drexel
Burnham Lambert, Mr, Bartlett began his service as a
Dynegy director in 2007.

David W. Biegler, 60

Mr. Biegler is the Chairman of Estrella Energy, L.P. He
previously served as Chairman of Regency Gas
Services, LLC, Vice Chairman, President and Chief
Executive Officer of TXU Corp. and Chairman,
President and Chief Executive Officer of ENSERCH
Corp. Mr. Biegler serves as a Director of Trinity
Industries, Inc., Austin Industries and Animal Health
International, Inc., as well as Chairman of the American
Gas Foundation. He also serves on the boards of numer-
ous charitable organizations including the Children's
Medical Center in Dallas, Texas. Mr. Biegler has served
as a Dynegy Director since 2003. (2,4)

Thomas D. Clark, Jr., 66

Thomas D. Clark, Jr. is the President of Strategy
Associates, a consulting firm specializing in strategy
development, strategic planning assistance, corporate
governance policy and corporate analysis. He previously
served as Dean of the E.J. Ourso College of Business
Administration at Louisiana State University, Ourso
Distinguished Professor of Business, the Edward G.
Schiieder Distinguished Chair of Information Science
and Director of the DECIDE Boardroom, an executive
decision research and development facility. Mr. Clark
also serves as a member of the board of directors of
Endeavour International. He has served as a Dynegy
Director since 2003. (2,3)

Victor E. Grijalva, 68

Mr. Grijalva is the former Vice Chairman of
Schlumberger Limited. Prior to serving in this role, he
was Executive Vice President of Schlumberger’s
Oilfield Services division from 1994 to 1999 and
Executive Vice President of the company’s Wireline,
Testing and Anadrill division from 1992 to 1994. Mr.
Grijalva currently serves as a director of Hanover
Compressor and Transocean, Inc., and formerly acted
as Chairman of the Board for both companies. He has
served as a Dynegy Director since 2006. (1,3,4)
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Patricia A. Hammick, 60

Ms. Hammick is the former Senior Vice President,
Strategy and Communications for Columbia Energy
Group. She previously served as an adjunct Professor
at George Washington University's Graduate School of
Political Management and as Chief Operations Officer
of the National Gas Supply Association. Ms. Hammick
is a Director of Consol Energy, Inc. A Dynegy Director
since 2003, Ms. Hammick was elected Lead Director
in 2004.

Frank E. Hardenbergh, 63

Mr. Hardenbergh is Vice Chairman of LS Power Group.
Mr. Hardenbergh joined LS Power in 1993, Prior to
joining LS Power, Mr. Hardenbergh served as Senior
Vice President, General Counsel and member of the
Management Committee of the Commercial Union
Capital Group. Mr. Hardenbergh was previously
Associate General Counsel of the Commercial Union
Insurance Companies, the parent company of
Commercial Union Capital Group. Prior to joining the
Commercial Union Insurance Companies, Mr.
Hardenbergh was an Associate with Peabody & Amold
LLP. Mr. Hardenbergh began his service as a Dynegy
director in 2007,

George L. Mazanec, 71

Mr. Mazanec is the former Vice Chairman of
PanEnergy Corp. He previously served as Advisor to
the Chief Operating Officer of Duke Energy Corp. Mr.
Mazanec currently serves as a Director of the National
Fuel Gas Company, Texas Bank and AEGIS Insurance
Services, Inc. In addition, he is a member of the Board
of Trustees of DePauw University in Indiana. Mr.
Mazanec has served as a Dynegy Director since 2004.
(1,2,3)

Robert C. Oelkers, 62

Mr, Oelkers is the former Vice President and
Comptroller of Texaco Inc. and President of Texaco
International Trader Inc. He has served in leadership
roles with several organizations, including the Board of
Trustecs of Pace University in New York and as a
member of the Financial Accounting Standards Board's
Advisory Committee. Mr. Oelkers has served as a
Dynegy Director since 2002. (1,3,4)




Mike Segal, 56

Mr. Segal is Chairman and Chief Executive Officer of
the LS Power Group, a privately held power plant
investor, developer and manager. Prior to co-founding
LS Power, Mr. Segal served as co-head of Commercial
Union Energy Corporation, where he was responsible
for managing the Commercial Union Energy Limited
Partnership, a partnership focused on investing in power
generation projects. Mr. Segal was previously President
of The Energy Systems Company, a private developer
of cogeneration projects. He held various positions,
including General Manager of Power Generation and
Systems Planning, with LEMCO Engineers, Inc., an
electrical engineering and consulting firm. Prior to
LEMCO, Mr. Segal worked for the Department of
Energy in the former Soviet Union. Mr. Segal began his
service as a Dynegy director in 2007. (4)

William L. Trubeck, 60

Mr. Trubeck is Executive Vice President and Chief
Financial Officer of H&R Block, Inc. He previously
served as Executive Vice President and Chief Financial
Officer of Waste Management, Inc. Prior to these positions,
Mr. Trubeck was Senior Vice President and Chief
Financial Officer of International Multifoods, Inc., as
well as President of its Latin American operations. He
serves on the Board of Yellow Roadway Corp. and on
the Board of Trustees of Monmouth College in Illinois.
Mr. Trubeck has served as a Dynegy Director since
2003.(1,2)

Bruce A. Williamson, 48

Mr. Williamson is Chairman and Chief Executive
Officer of Dynegy Inc. Prior to joining Dynegy, he was
President and Chief Executive Officer of Duke Energy
Global Markets and Duke Energy International. Mr.
Williamson was with PanEnergy Corp. in financial and
business development leadership roles before its merger
with Duke Power. He was also with Shell Oil Company
for 14 years in exploration and production and finance
roles. Mr. Williamson has served as a Dynegy Director
since 2002. He was named Chairman of the Board in
2004.

Dynegy Board Committees

(1} Audit and Compliance Committee

(2) Compensation and Human Resources Committee
(3) Corporate Governance and Nominating Committee
(4) Performance Review Committee




EXECUTIVE MANAGEMENT TEAM

Bruce A. Williamson, 48

Chairman and Chief Executive Officer. He is responsible
for the development and execution of Dynegy’s business
strategies with a focus on growth, sector leadership and
delivering value to investors. Mr. Williamson joined
Dynegy in 2002 as President and CEOQ. He was named
Chairman of the Board in 2004.

Stephen A, Furbacher, 59

President and Chief Operating Officer. He is responsible
for all aspects of the operational and commercial activities
of Dynegy’s power generation business. Mr. Furbacher
joined the company in 1996.

J. Kevin Blodgett, 35

General Counsel, Executive Vice President-Administration
and Secretary. He is responsible for the company's legal
and administrative affairs, including legal services
supporting the company’s operational, commercial and
corporate areas, as well as human resources, information
technology, building services, facilities and supply
chain management. Mr. Blodgett joined Dynegy in 2000,
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Jason A. Hochberg, 35

Executive Vice President, Strategic Planning and
Corporate Business Develoment. He is responsible for
identifying opportunities and strategies for building
value at both the Dynegy corporate level and within the
company’s power generation business, Mr. Hochberg
joined the company in 2007,

Lynn A. Lednicky, 46
Executive Vice President, Commercial and Development.
He is responsible for commercializing the company’s
nearly 20,000-megawatt asset base, while overseeing
near-term: development projects. Mr. Lednicky joined
the company in 1991.

Holli C. Nichols, 36

Executive Vice President and Chief Financial Officer.
She is responsible for the company’s financial affairs,
including finance and accounting, treasury, risk
management, internal audit and credit agency
relationships, as well as investor and public relations.
Ms. Nichols joined Dynegy in 2000.




CORPORATE INFORMATION

Corporate Headquarters
Dynegy Inc.

1000 Louisiana Street
Suite 5800

Houston, Texas 77002
713-507-6400
1-877-Dynegy9 (396-3499)
www.dynegy.com

Stock Exchange and Certification Information

In 2006, Dynegy's Chief Executive Officer provided to the NYSE
the annual CEO centification regarding Dynegy's compliance
with the NYSE's corporate govemance listing standards. In
addition, Dynegy's CEQ and Chief Financial Officer filed with
the U.S. Securities and Exchange Commission all required
certifications regarding the quality of Dynegy's public
disclosures in its 2006 periodic reports.

Qur Class A common stock is listed on the New York Stock
Exchange under the symbol “DYN.”

Investor Information

Individual stockholders, security analysts, portfolio

managers and other institutional investors seeking information
about the company should comtact Dynegy Investor
Relations at 713-507-6466, 1-800-800-8220 or by e-mail at

ir@dynegy.com.

Additional copies of this report may be obtained free of
charge by contacting Investor Relations or by visiting
Dynegy’s web site at www.dynegy.com.

This report is presented for the general information of the
stockholders and not in connection with the sale, offer to sell
or the solicitation of any offer to buy securities, nor is it
intended to be a representation by the company of the value
of its securities.

Customer Information

Customers seeking information about the company should
contact the Dynegy Customer Line at 1-877-4Dynegy
(439-6349).

2007 © Dynegy Inc. All rights reserved. Dynegy, the tangram logo, and the
combination of Dynegy and the tangram logo are each registered trademnarks
and/or service marks of Dynegy Inc. in many countries.

Media Information
Journalists seeking information about the company should
contact the Dynegy Media Line at 713-767-5800.

Registrar and Transfer Agent
Mellon Investor Services LLC
480 Washington Boulevard
Jersey City, New Jersey 07310
1-888-921-5563
www.melloninvestor.com

Annual Meeting

The Annual Meeting of Shareholders will be
held on July 18, 2007,
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UNITED STATES

SECURITIES AND EXCHANGE COMMISSION
Washington, D.C. 20549

FORM 10-K

ANNUAL REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE SECURITIES
EXCHANGE ACT OF 1934

For the fiscal year ended December 31, 2006

] TRANSITION REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE SECURITIES
EXCHANGE ACT OF 1934
For the transition period from to
Commission file number: 1-15659

DYNEGY INC.

(Exact name of registrant as specified in its charter)

llinois 74-2928353
{State or other jurisdiction (LR.S. Employer
of incorporation or organization) Identification No.)
1000 Louisiana, Suite 5800
Houston, Texas 77002
(Address of principal executive offices)
(713) 507-6400

(Registrant’s telephone number, including area code)

Securities registered pursuant to Section 12(b) of the Act:
Title of each class Name of each exchange on which registered

Class A common stock, no par value New York Stock Exchange

Securities registered pursuant to Section 12(g) of the Act:
Title of each class

None

Indicate by check mark if the registrant is a well-known scasoned issuer, as defined in Rule 405 of the Securities Act.  Yes No (]

Indicate by check mark if the registrant is not required to file reports pursuant to Section 13 or Section 15(d) of the Exchange
Act. Yes [ ] No

Indicate by check mark whether the registrant (1) has filed all reports required to be filed by Section 13 or 15(d} of the Securities
Exchange Act of 1934 during the preceding 12 months (or for such shorter period that the registrant was required to file such reports),
and (2) has been subject 1o the filing requirements for the past 90 days. Yes No (J

Indicate by check mark if disclosure of delinquent filers pursuant to Item 405 of Regulation S-K is not contained herein, and will
not be contained, 1o the best of registrant’s knowledge, in definitive proxy or information statements incorporated by reference in
Part III of this Form 10-K or any amendment to this Form 10-K.

Indicate by check mark whether the registrant is a large accelerated filer, an accelerated filer, or a non-accelerated filer. See
definition of “‘accelerated filer and large accelerated filer” in Rule 12b-2 of the Exchange Act.

Large accelerated filer Accelerated filer [] Non-accelerated filer [

Indicate by check mark whether the registrant is a shell company (as defined in Rute 12b-2 of the Exchange Act).  Yes [] No

As of June 30, 2006, the aggregate market value of the registrant’s common stock held by non-affiliates of the registrant was
$2,187,357,631 based on the closing sale price as reported on the New York Stock Exchange.

Number of shares outstanding of each of the issuer’s classes of common stock, as of the latest practicable date: Class A common
stock, no par value per share, 401,210,616 shares outstanding as of February 22, 2007; Class B common stock, no par value per share,
66,891,014 shares outstanding as of February 22, 2007.

DOCUMENTS INCORPORATED BY REFERENCE. Part 111 (Items 10, 11, 12, 13 and 14) incorporates by reference
portions of the Notice and Proxy Statement for the registrant’s 2007 Annual Meeting of Shareholders, which the registrant intends to
file not later than 120 days after December 31, 2006. However, if such Notice and Proxy Statement is not filed within such 120-day
period, the Items comprising the Part III information will be filed as part of an amendment to this Form 10-K not later than the end of
the 120-day period, pursuant to General Instruction G(3).
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DEFINITIONS

As used in this Form 10-K, the abbreviations contained herein have the meanings set forth in the glossary
beginning on page F-72. Additionally, the terms “Dynegy”, “we”, “us” and “our” refer to Dynegy Inc. and its
subsidiaries, unless the context clearly indicates otherwise.

Etem 1. Business

THE COMPANY
Overview

We are a holding company and conduct substantially all of our business operations through our subsidiaries.
Our current business operations are focused primarily on the power generation sector of the energy industry and
our primary business is the production and sale of electric energy, capacity and ancillary services from our
11,739 MW fleet (20 plants) of owned or leased power generation facilities.

Dynegy began operations in 1985 and became incorporated in the state of [llinois in 1999 in anticipation of
our February 2000 acquisition of Illinova Corporation. Our principal executive office is located at 1000
Louisiana Street, Suite 5800, Houston, Texas 77002, and our telephone number at that office is (713) 507-6400.

We file annual, quarterly and current reports, proxy statements and other information with the SEC. You
may read and copy any document we file at the SEC’s Public Reference Room at 100 F Street N.E., Room 1580,
Washington, D.C. 20549, Please call the SEC at 1-800-SEC-0330 for further information on the SEC’s Public
Reference Room. Our SEC filings are also available to the public at the SEC’s web site at www.sec.gov. No
information from such web site is incorporated by reference herein. Our SEC filings are also available free of
charge on our web site at www.dynegy.com, as soon as reasonably practicable after those reports are filed with or
furnished to the SEC, The contents of our website are not intended to be, and should not be considered to be,
incorporated by reference into this Form 10-K.

On September 14, 2006, we entered into a Plan of Merger, Contribution and Sale Agreement (the “Merger
Agreement”) with LSP Gen Investors, L.P., LS Power Partners, L.P., LS Power Equity Partners PIET, L.P., LS
Power Associates, L.P., and LS Power Equity Partners, L.P. (collectively. the “LS Entities™), part of the LS
Power Group, a privately held power plant investor, developer and manager, to combine a portion of the LS
Entities® operating generation portfolio with our generation assets, and for us to acquire a 50 percent ownership
interest in a development company that is currently controlled by the LS Entities. The combined company (“New
Dynegy”) will have nearly 20,000 MW of generating capacity. Upon completion of the Merger Agreement,
which is subject to the affirmative vote of holders of at least two-thirds of our Class A common stock and the
satisfaction of other conditions, the combined company will own 29 operating power plants in 13 states (excludes
the 351 MW Calcasieu generation facility which we have agreed to sell to Entergy Gulf States, Inc. (“Entergy”)
employing a balanced mix of fuel sources with baseload, intermediate, and peaking dispatch capabilities, greater
cash flow-generating opportunity than Dynegy alone, and significant scale and scope in threc key geographic
regions. The expanded portfolio will also include a controlling interest in the Plum Point facility, a 665 MW
coal-fired plant currently under construction in Arkansas. Additionally, the development joint venture (referred
to herein as the development company) will provide us with a 50 percent ownership interest in an established
growth vehicle. The LS Entities’ current development activities include nine projects totaling more than 7,600
MW in various stages of development and approximately 2,300 MW of repowering and/or expansion
opportunities.

If the transaction is consummated, the LS Entities will receive 340 million shares of New Dynegy’s Class B
common stock, $100 million in cash and $275 million aggregate principal amount of notes to be issued by




New Dynegy. New Dynegy will also assume approximately $1.9 billion in net debt (debt less restricted cash and
investments) from the LS Entities. Please read Note 3-—Business Combinations and Acquisitions—LS Power for
further discussion of the terms of the Merger Agreement as well as the proxy statement/prospectus of Dynegy
Acquisition, Inc. filed with the SEC on February 13, 2007,

General

Owr assets are located in the Midwest, New York, Texas, Nevada and the Southeast. Our diverse power
generation facilities generate electricity by burning coal, natural gas or oil. We sell electric energy, capacity and
ancillary services by various means: (i) primarily through bilateral negotiated contracts with third parties and into
regional central markets and (ii) with lesser volumes through structured wholesale over-the-counter markets and

directly to end-use customers.

‘We are currently evaluating our portfolio in anticipation of consummating the LS Power transaction with
the goal of focusing on regions and markets where we will have a significant asset position. This evaluation
could result in sales of assets that are not considered strategic fits within our generating fleet. Qur current

generating facilities are as follows:

Total Net
Generating
Capacity Primary Dispatch NERC
Facility (MW)(1)  Fuel Type Type Location Region (ISO)
Baldwin ........................ 1,800 Coal Baseload Baldwin, IL. SERC (MISO)
HavanaUnits 1-5 .. ............... 228 Qil Peaking Havana, IL SERC (MISO)
Unité ................... 441 Coal Baseload Havana, IL SERC (MISO)
Hennepin ............... ... ..., 293 Coal Baseload Hennepin, IL SERC (MISO)
Oglesby ............ ... ..ol 63 Gas Peaking Oglesby, IL SERC (MISO)
Stallings ............. ...t 89 Gas Peaking Stallings, IL SERC (MISO)
Tilton ........ooiiiiieii 188 Gas Peaking Tilton, IL SERC (MISO)
VermilionUnits 1-2 . .............. 164 Coal/Gas  Baseload Oakwood, [L  SERC (MISO)
Unit3 ................. 12 il Peaking Oakwood, IL  SERC (MISO)
Wood River Units 1-3 ............. 119 Gas Peaking Alton, IL SERC (MISO)
Units4-5 ............. 446 Coal Baseload Alton, IL SERC (MISQ)
RockyRoad ..................... 330 Gas Peaking  East Dundee, IL - RFC (PIM)
Riverside/ Foothills . .............. 960 Gas Peaking Louisa, KY RFC (PIM)
RollingHills .................... 965 Gas Peaking Wilkesville, OH RFC (PIM)
Renaissance ..................... 776 Gas Peaking  Carson City, MI RFC (MISO)
Bluegrass(2) ............c.c..... 576 Gas Peaking  Oldham Co., KY SERC (LG&E)
Total Midwest ............... 7,450 ‘
Independence .................... 1,064 Gas Intermediate Scriba, NY NPCC (NYISO)
Roseton(3) ..................... 1,185 Gas/Oil Intermediate Newburgh, NY NPCC (NYISO)
Danskammer Units1-2 ............. 123 Gas/Oil Peaking Newburgh, NY NPCC (NYISO)
Units 3-4(3) ......... 370 Coal/Gas/Qil Baseload - Newburgh, NY NPCC(NYISO)
Total Northeast .............. 2,742
Calcasieu (4) .............ccvuun. 351 Gas Peaking Sulphur, LA SERC
HeardCounty .................... 539 . Gas Peaking Heard Co., GA SERC
Black Mountain () ............... 43 Gas Basetoad Las Vegas, NV WECC
CoGen Lyondell ................. 614 Gas Baseload Houston, TX ERCOT (ISO)
Total South . ................ 1,547
Total Fleet Capacity .............. 14,739




(1)} Unit capacity values are based on winter capacity.

(2) Effective September 1, 2006, Louisville Gas & Electric, and therefore Bluegrass, left the MISO market and
resumed operation as a stand-alone control area.

(3) We lease the Roseton facility and units 3 and 4 of the Danskammer facility pursuant to a leveraged lease
arrangement that is further described in Item 7. Management’s Discussion and Analysis of Financial
Condition and Results of Operations—Liquidity and Capital Resources—Off-Balance Sheet
Arrangements—DNE Leveraged Lease beginning on page 50.

(4) On January 31, 2007, we entered into an agreement to sell our interest in the Calcasieu power generation
facility to Entergy. Subject to regulatory approval, the transaction is expected to close in early 2008. Please
read Note 4—Dispositions, Contract Terminations and Discontinued Operations—Calcasieu on page F-20
for further discussion.

(5) We own a 50% interest in this facility and the remaining 50% interest is held by Chevron U.S.A., which we
refer to as Chevron, our largest shareholder. Total output capacity of this facility is 85 MW.

We also have a CRM business which represents our legacy trading business. After the termination of the
Sterlington tolling agreement on March 7, 2006, the CRM business primarily consists of the Kendall tolling
agreement (excluding the Sithe toll which is in our GEN-NE segment and is an intercompany agreement), as well
as our legacy gas, power and emissions trading positions. On September 14, 2006, we agreed to acquire the
Kendall facility either through the planned acquisition of assets from the LS Entities or as a separate transaction.
The Kendall tolling arrangement will become an intercompany obligation under our GEN-MW segment upon the
closing of the transaction. We report the results of this business as a separate reportable segment.

Business “Drivers” in the Power Generation Industry

Profitability of our business is largely a function of the difference between market prices for electricity and
our cost to produce electricity at our various facilities from which we sell some of our energy under longer-term
contracts, either directly to our customers or through the over-the-counter wholesale energy markets. We sell the
remaining production into the shorter-term and spot markets (otherwise called day-ahead and real-time markets).
We also hedge a portion of the output from our facilities in the financial markets based on our perspective of
market fundamentals. '

Market Prices for Wholesale Power. Future market prices are driven by expectations of buyers and sellers
as to the fundamental supply/demand balance, similar to many other commodity markets. Short-term power
market prices are determined largely by the balance of supply and demand in a region and are heavily influenced
by weather. Both short-term and long-term prices are also heavily impacted by the price of natural gas, which is
also impacted by regional weather effects. At times in certain markets, power prices rise and fall in tandem with
natural gas prices. In some markets in which we operate, there is an excess of power generation supply compared
to demand. However, due to demand growth out-pacing supply growth, we expect that this excess supply will
diminish over time as consumption continues to grow, likely resulting in increased market prices for power.

Summer and winter weather extremes can cause increased electricity consumption, driving up prices in
affected regions. Conversely, during spring and fall when weather tends to be milder, market prices are usually
less extreme.

In regions with centrally dispatched market structures (such as the Midwest and Northeast regions), all
generators receive the same price for energy generated based on the price required to justify production of the
last megawatt that is needed to balance supply with demand. For example, a less-efficient (i.e. more expensive)
natural gas-fired unit may be needed in some hours to meet demand. If this unit’s production is required to meet
demand, its higher production costs will set the market clearing price that will be paid to all generators,
regardless of the price that any other unit may have offered into the market or its cost of generation. In other -
regions, prices are determined on a bilateral basis between buyers and sellers.

Production Costs. Another key aspect of profitability is our cost to produce electricity. The main variable
component of that cost is fuel. Our coal-fired generation facilities are our lowest cost facilities. Therefore, most
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of our coal-fired generation facilities run the majority of any given day throughout the year unless a particular
unit is unavailable due to either planned or unplanned maintenance activity. In today’s environment, our natural
gas and oil fueled generation facilities are more expensive to operate than our coal-fired facilities. As a result,
these plants only run on those days, or parts of days, when market demand and price are sufficient to
economically justify dispatch of these higher cost units.

We also incur operations and maintenance (O&M) costs at our facilities. We categorize these costs as either
fixed O&M or variable O&M. Fixed O&M is generally the non-fuel cost to maintain and operate a unit, This
includes both major maintenance that must occur every few years to ensure reliability of a unit and routine
maintenance, which must be performed more frequently. Variable O&M is the incremental cost that occurs for
each dispatch, including fuel needed to start-up a unit and the cost of consumables used during operation.

Emissions Allowances. Operation of our power generation facilities is subject to regulatory limitations on
emissions of both sulfur dioxide (50,) and nitrogen oxide (NOy). We are granted emissions credit ailowances by
regulatory bodies on an annual basis. To the extent that our inventory of emissions allowances, including those
that we carry forward from earlier years, are not sufficient to allow us to operate our plants within the emissions
guidelines of the various air districts, we will either purchase additional emissions credits from third parties or
reduce operation of that unit. Conversely, if we have more emissions credits on hand than are required to operate
our facilities, we may opportunistically sell these credits, subject to certain regulatory limitations and restrictions
contained in our DMG consent decree, or hold them in inventory until they are needed. Based on current
projections, we do not expect a net expenditure from the purchase and sale of emissions allowances in the near
term. Please read “Regulatory and Environmental Matters—Environmental, Health and Safety Matters—Multi-
Poliutant Air Emission Initiatives” beginning on page 16 for a discussion of regulatory initiatives that will impact
emissions over the longer term.

Services Provided. We sell electric energy, capacity and ancillary services from our facilities. Energy is the
actual output of electricity that is measured in MWh at the wholesale level and is usually measured in KWh at the
retail level. The capacity of a generation facility is its electricity production capability, measured in MW, Each
NERC region must have sufficient generating capacity to meet expected consumption of electricity (known as
load). Each NERC region calculates a reserve requirement, which is additional necessary capacity that a region
must have in order to manage potential unit outages. Electricity consumers will, for reliability or regulatory
reasons, contract for capacity from a capacity supplier from one or more of the generating units that the supplier
owns. Ancillary services are the products of a generation facility that support the transmission grid operation,
allow generation to follow real-time changes in load, and provide emergency reserves for major changes to the
balance of generation and load.

We sell these components of electricity to our customers under short-term or long-term contractual
agreements or tariffs. Most of the energy and capacity transactions that we enter into are based on industry
standard contracts. We also sell into central markets operated by RTOs and ISOs. We enter into negotiated
contracts for each product or a combination of products with other customers as well.

Customers. Our customers include RTOs and 1SOs, integrated utilities, municipalities, electric cooperatives,
transmission and distribution utilities, industrial customers, power marketers, banks, hedge funds, other power
generators and commercial end-users. We sell electric energy, capacity and ancillary services to some or all of
these customers for various lengths of time. Some of our customers, such as municipalities or integrated utilities,
purchase our products in order to serve their retail, commercial and industrial customers. Other customers, such
as some power marketers, may buy from us to serve load or may purchase power as a hedge against other power
sales that they have made, such that they are effectively a “middle man” between generators and end-users.

Dispatch Type. Qur generation assets include baseload, peaking and intermediate dispatch types. Baseload
generation is low-cost and economically attractive to dispatch around the clock throughout the year. A baseload

facility is usually expected to run between 809%-90% of the hours in a given year. Intermediate generation is not
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as efficient and/or economic as baseload generation but is intended to dispatch to serve load during higher load
times such as during daylight hours and sometimes on weekends. Peaking generation is the least efficient and
highest cost generation and is generally dispatched to serve load during the highest load times such as hot
summer and cold winter days. Our intermediate and peaking facilities are fueled by fuel oil or natural gas.

Capital Expenditures. Our capital expenditures are for the continued maintenance of our facilities to ensure
their continued reliability and for investment in new equipment for either environmental compliance or
increasing profitability. In 2006, we had approximately $148 million in capital expenditures for our entire fleet of
generation assets, of which $90 million was for capital maintenance projects, $2 million was for development
projects, primarily for the conversion of our Vermilion facility to PRB coal, and $56 million was for other
environmental expenditures.

NERC Regions, RTOs and ISOs. In discussing our business, we often refer to NERC regions. The North
American Electric Reliability Council (NERC) and its eight regional reliability councils (as of December 31,
2006) were formed to ensure the reliability and security of the electricity system. The regional reliability councils
set standards for reliable operation and mainienance of power generation facilities and transmission systems.
NERC reports seasonally and annually on generation and transmission status in each region.

Separately, RTOs and 1SOs centrally operate markets and transmission across a regional footprint in some
of the markets in which we operate. They are responsible for secure dispatch of all generation facilities in that
footprint, and are responsible for both maximum utilization and efficiency of the transmission system within
what have been determined to be secure levels, RTOs and ISOs administer electricity markets for physical and
financial energy markets in the short term, usually day ahead and real-time markets. NERC regions and RTOs/
I1SOs often have different geographic footprints and while there may be physical overlap, their respective roles
and responsibilities do not.

NERC Regions as of December 31, 2006
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Reliability. We seek to operate and maintain our generation fleet efficiently and safely, with an eye toward
future maintenance and improvements, resulting in increased reliability. This increased reliability impacts our
results to the extent that our generation units are available during times that it is economically sound to run.
These efforts are reflected not only in capital improvements, but also in organizational and program changes.

Regulatory & Legislative Considerations

Our business is subject to extensive federal, state and local laws and regulations governing the generation
and sale of electricity, the discharge of materials into the environment and otherwise relating to environmental,
health and safety. Following is a summary of key regulatory and environmental considerations impacting our
power generation operations. Please read “—Regulatory and Environmental Matters” beginning on page 15 for
further discussion of the environmental and regulatory restrictions applicable to our business.

Rates. Our wholesale power sales are governed by the FERC. With the exception of CoGen Lyondell and
Black Mountain, which are Qualifying Facilities (QFs), all of our facilities currently have the authority to charge
market-based rates for wholesale power. Many of our facilities also have cost-based tariffs for providing reactive
power support. We are subject to FERC's regulations governing market behavior and prohibiting market
manipulation, the violation of which could result in the revocation or suspension of our market-based rate
authority as well as refunds, disgorgement of profits and monetary penalties.

Market Structure. Our sales of electricity and related services to particular customers and/or at a particular
price are subject to the market structure and related rules in the states or regions where we operate. For instance,
in organized markets like Texas, bids and prices are capped, and in the New York market, there is a price
mitigation procedure to correct the adverse impact of errors or other activities outside the bounds of market rules
and policies. In the state of Illinois, a resource procurement auction was recently conducted, resulting in the
award of binding contracts between the utilities and wholesale energy providers such as Dynegy.

850, and NOy Emissions. The Clean Air Act and comparable state laws and regulations require that
specified reductions in SO, and NOy emissions be achieved. More recent regulations, including the Clean Air
Interstate Rule (CAIR), require significant emissions reductions over the next several years. We have expended
capital and installed emission control equipment at a number of our facilities to meet current requirements and
expect to expend significant additional capital in the future to satisfy prospective requirements.

Mercury Emissions. The Clean Air Mercury Rule (CAMR), issued by the EPA in March 2005, requires that
specified reductions in mercury emissions be achieved from the air emissions of coal-fired power plants. States
are required to adopt the federal CAMR or a state nule meeting its minimum requirements. Both the states of
Illinois and New York, where we have significant coal-fired assets, have recently adopted more stringent rules
that will require greater reductions in emissions and thus could entail additional capital expenditures, in each case
sconer than would CAMR. Our projected capital expenditures through 2013 include controls that we believe will
achieve the new mercury emission reduction requirements. Additional capital expenditures may be required at
our Wood River facility in 2015 depending on the performance of equipment installed between now and then.

Water Withdrawals. The Clean Water Act and comparable state laws and regulations require that the
location, design, construction and capacity of cooling water intake structures reflect the best technology available
(BTA) for minimizing adverse environmental impact. The cooling water intake structures at four of our coal
plants and one of our fuel oil plants in Illinois and New York are subject to this requirement. The scope of the
requirement and the compliance methodologies allowed may become more restrictive, resulting in potentially
significant increased costs. In addition, the timing for compliance may be adjusted.

Carbon Emissions. Our Northeast assets may become subject to a state-driven greenhouse gas emission
reduction program known as the Regional Greenhouse Gas Initiative (RGGI). RGGl is a program under

development by nine New England and Mid-Atlantic states to reduce carbon dioxide emissions from power
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plants. The state of New York has introduced, as a “pre-proposal”, a rule which would require affected
generators to purchase 100 percent of the carbon credits needed to operate their facilities through an auction
process. The final program requirements of RGGI and subsequent impact to our operations are not known at this
time. The Northeast states currently intend to finalize carbon dioxide emissions requirements for electric
generating facilities during 2007, with implementation to begin in 2009. Additional regulations are under
consideration by various policy-making bodies and, if adopted, could impact our operations and require
additional capital expenditures. Please read Note 18—Regulatory Issues on page F-53 for further discussion.

SEGMENT DISCUSSION

Our business operations are focused primarily on the wholesale power generation sector of the energy
industry. We report the results of our power generation business based on geographical location and how we
allocate resources as three separate segments in our consolidated financial statements: (1) the Midwest segment
(GEN-MW), (2) the Northeast segment (GEN-NE) and (3) the South segment (GEN-S0). We also separately
report the results of our legacy CRM business, excluding the Sithe toll which is an intercompany agreement now
and is included in GEN-NE. As described below, our NGL business, which was conducted through DMSLP and
its subsidiaries, was sold to Targa Resources, Inc. (Targa) on October 31, 2005. Additionally, as described below,

our former REG business, which was conducted through Illinois Power Company and its subsidiaries, was sold
to Ameren Corporation on September 30, 2004. Our consolidated financial results also reflect corporate-level

expenses such as general and administrative and interest.”

Power Generation—Midwest Segment

Our Midwest fleet comprises 13 facilities located in Illinois (9 facilities), Michigan (1 facility), Ohio (1
facility) and Kentucky (2 facilities), with a total capacity of 7,450 MW, With the exception of our Bluegrass
peaking facility in the LG&E control area, our Midwest fleet as of December 31, 2006 operates entirely within
either the Midwest ISO (MISO) or the Pennsylvania-New Jersey-Maryland Interconnection (PJM). Key details of

the Midwest fleet are as follows:

Total Net
Generating
Capacity Primary Dispatch NERC
F_acﬂlt_y (MW)(1)  Fuel Type Type Locatlon Region (1S0)

Baldwin ...........ccivirvnenn. .. 1,800 Coal Baseload Baldwin, IL SERC (MISO)
Havana Units 1-5 . .................. 228 0il Peaking Havana, IL SERC (MIS0)
Unité ...t 441 Coal Baseload Havana, IL SERC (MISO)
Hennepin ............ ..ot 293 Coal Baseload Hennepin, IL SERC (MISO)
Oglesby ............ .. .. oot 63 Gas Peaking Oglesby, IL SERC (MISQ)
Stallings ............ i, 89 Gas Peaking Stallings, IL SERC (MISO)
Titon ..o e s 188 Gas Peaking Tilton, IL. SERC (MISQ)
VermilionUnits 1-2................. 164  Coal/Gas Baseload Oakwood, IL SERC (MISO)
Unit3 ... ..ot 12 Qil Peaking Oakwood, IL  SERC (MISO)
Wood RiverUnits 1-3 ............... 119 Gas Peaking Alton, IL SERC (MISO)
Units4-5 ............... 446 Coal Baseload Alton, IL SERC (MISO)

RockyRoad ....................... 330 Gas Peaking East Dundee, IL RFC (PIM)

Riverside/ Foothills . ................ 960 Gas Peaking Louisa, KY RFC (PIM)

RollingHills ...................... 965 Gas Peaking Wilkesville, OH RFC (PIM)
Renaissance . ........coevvmeeeaenns 776 Gas Peaking Carson City, MI RFC(MISO) -
Bluegrass (2) ...........covoivinnn. 576 Gas Peaking Oldham Co., KY SERC(LG&E)

Total Midwest ................. 7,450




(1) Unit capacity values are based on winter capacity.
(2) Effective September 1, 2006, Louisville Gas & Electric, and therefore Bluegrass, left the MISQO market and
resumed operations as a stand-alone control area.

As of the beginning of 2006, all of our Midwest coal facilities had been converted to the use of PRB coal.
PRE coal is & cleaner-burning coal with lower sulfur content, making it more economic to burn while emitting
lower amounts of sulfur dioxide. These conversions and upgrades have enhanced reliability of the units,
decreased emissions and lowered maintenance costs.

Midwest Fleet-MISO

At December 31, 2006, we owned nine generating facilities with an aggregate net generating capacity of
4,619 MW located within MISO. The MISO market includes all of Wisconsin and Michigan and portions of
Ohio, Kentucky, Indiana, [llinois, Nebraska, Kansas, Missouri, lowa, Minnesota, North Dakota, Montana and
Manitoba, Canada.

All of our coal-fired generation in the Midwest is in the MISO market footprint, as is our Renaissance
peaking facility. MISO's role is to ensure equal access 1o the transmission system and to maintain or improve
electric system reliability in the Midwest. MISO was founded in 1996, and was specifically configured to comply
with FERC’s concept of an independent organization that will ensure the smooth regional flow of electricity in a
competitive wholesale marketplace, MISO’s primary objective is to *direct traffic”” on the wholesale buik electric
power lines. In this role, MISO ensures that every electric industry participant has access to the lines and that no
entity has the ability to deny access to a competitor. MISO also manages the use of the lines to make sure that
they do not become overloaded. MISO operates physical and financial energy markets using a system known as
Locational Marginal Pricing (LMP). This system calculates a price for every generator and load point within the
MISO area. This system is “price-transparent”, allowing generators and load serving entities to see real-time
price effects of transmission constraints and impacts of generation and load changes to prices at each point.
MISO operates day-ahead and real-time markets into which generators can offer to provide energy. Financial
Transmission Rights (FTRs}) allow users to manage the cost of transmission congestion (the inability to
physically move power from one location to another) and corresponding price differentials across the market
area. MISO currently does not have a formal capacity market or ancillary services market. An independent
market monitor is responsible for ensuring that MISO markets are operating properly and without manipulation.
MISO has proposed an energy-only market design to meet resource adequacy (i.e., causing new generation (o be
built when needed). Market participants are currently debating this proposal, and the form and timeframe for
implementation of a system other than an energy-only market are uncertain.

Contracted Capacity. Through our participation in the recent Illinois resource procurement auction, we
entered into energy product supply agreements with subsidiaries of Ameren for the following products:

« Upto 1,200 megawatts in each hour around the clock for the time period of January 1, 2007 through
May 31, 2008, at the price of $64.77 per megawatt-hour; and

+  Up to 200 megawatts in each hour around the clock for the time period of January 1, 2007 through
May 31, 2009, at the price of $64.75 per megawatt-hour.

Under the terms of these agreements, we expect to deliver electricity together with capacity and specified
ancillary, transmission and load-following services necessary to serve a portion of Ameren’s fuli-requirements
residential and small customer load.

In addition to capacity committed under our contract with Ameren, we expect all of our remaining capacity
in the MISO area of the region will be sold under other bilateral capacity contracts in 2007.

Hlinois Resource Procurement Auction. In September 2006, the first reverse auction was concluded to
procure power with delivery beginaing in 2007. The ICC did not investigate the results of the Fixed Price
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Auction segment, which covered substantially all of the retail needs for those customers taking fixed-price
service from the largest electric utilities in 1llinois (Commonwealth Edison Company and the three Ameren
llinois utilities: AmerenIP, AmerenCIPS and AmerenCILCO). Subsequent auctions would likely cover only a
portion of the total retail needs of the utilities because of the use of staggered contracts for certain customer
classes. The ICC did initiate an investigation into the Hourly Auction segment, and we have intervened in that
proceeding.

There will continue to be challenges to the auction process. Numerous parties have appealed various aspects
of the ICC Orders approving the auctions to the state intermediate appellate courts. Among others, the Governor
and Attorney General (who has been an active party in the regulatory proceedings) have announced their
opposition to the auctions and the Attorney General filed with the State Supreme Court for expedited review of
the ICC’s auction orders and a stay of the auction pending that review, which was denied. The appellate court
cases have been consolidated and are in the briefing stage; we anticipate a ruling sometime in 2007, with the
possibility of further review by the lllinois Supreme Court. In addition, at least one bill has been introduced in
the Illinois General Assembly to extend the rate freeze previously in effect through the end of 2006, which may
have an impact on Ameren’s ability to meet its contractual obligations under the SFC's. There is also the
possibility of additional political, legislative, judicial and/or regulatory actions over the next several months that
could alter substantially the rights and obligations under or relating to the SFC’s.

Environmental and Regulatory Considerations. In 2003, we settled a lawsuit filed by the U.S. EPA and the
DOJ in the U.S. District Court for the Southern District of Hlinois that alleged violations of the Clean Air Act and
related federal and Illinois regulations concerning certain maintenance, repair and replacement activities at our
Baldwin generating station. A consent decree was finalized in July 2005. The consent decree requires us to
{i) pay a $9 million civil penalty; (ii) fund several environmental mitigation projects in the additional aggregate
amount of $15 million; and (iii) install equipment in emission control projects at our Baldwin, Vermilion and
Havana plants that we currently anticipate, based upon ongoing engineering estimates, will cost approximately
$675 miltion through 2012.

Please read “—Regulatory and Environmental Matters™ beginning on page 15 for discussion of the
environmental and regulatory restrictions applicable to our business.

Midwest Fleet-PIM

At December 31, 2006, we owned interests in three generating facilities, Rocky Road, Rolling Hills, and
Riverside/Foothills, with an aggregate net generating capacity of 2,255 MW located within PJM. The majority of
power generated by those facilities is sold to wholesale customers in the PJM market.

PIM currently administers markets for wholesale electricity and provides transmission planning for the
region, utilizing the LMP system described above. PIM operates day-ahead and real-time markets into which
generators can bid to provide electricity and ancillary services. PIM also administers markets for capacity. An
independent market monitor continually monitors PJM markets for manipulation or improper behavior by any
entity. In addition, FERC recently accepted PIM’s proposed changes to its capacity markets (Reliability Pricing
Model, or “RPM”), including establishing longer-term markets for capacity to improve market signals for new
generation.

We sell substantially all of our capacity each year via the over-the-counter cupacity market as well as
through capacity auctions held by PIM. The remainder of capacity and energy is sold primarily into wholesale
markets.




Power Generation—Northeast Segment

Our Northeast fleet comprises three facilities located in New York. We own the Independence power
generating facility, and we operate two generating facilities, Roseton and Danskammer, under long-term lease
arrangements. Our Roseton and Danskammer facility sites are adjacent and share common resources such as fuet
handling, a docking terminal, personnel and systems. The combined generating capacity of our Northeast fleet is
2,742 MW.

Total Net
Generating

Capacity Primary Dispatch NERC
Facility (1) (MW)(2) Fuel Type Type Location Region (ISO)
Independence ............. 1,064 Gas Intermediate Scriba, NY NPCC (NYISO)
Roseton(3)............... 1,185 Gas/Oil Intermediate Newburgh, NY NPCC (NYISO)
Danskammer Units1-2 ...... 123 Gas/0il Peaking Newburgh, NY NPCC (NYISO)

Units 3-4(3) .. 370 Coal/Gas/Oil Baseload Newburgh, NY NPCC (NYISO)
Total Northeast ....... 2,742

(1) Does not include the hydroelectric generation facilities acquired as part of our Sithe Energies acquisition.
For further information, please see Note 10—Unconsolidated Investments——Variable Interest Entities
beginning on page F-34.

(2) Unit capacity values are based on winter capacity.

(3) We lease the Roseton facility and units 3 and 4 of the Danskammer facility pursuant to a leveraged lease
arrangement that is further described in Item 7. Management’s Discussion and Analysis of Financial
Condition and Results of Operations—Liquidity and Capital Resources—Off-Balance Sheet
Armrangements—DNE Leveraged Lease beginning on page 50,

Northeast Fleet-NYISO. All of our Northeast facilities are located in the New York Independent System
Operator (NYISO) area. NYISO administers the state-wide transmission system and spot markets for electricity,
calculates electricity prices, and dispatches generation using an LMP model. NYISO also administers markets for
capacity and certain ancillary services. An independent market monitor continually monitors NYISO markets for
manipulation or improper behavior by an entity. In 2003, NYISO implemented a “Demand Curve” mechanism
for calculating pricing for installed capacity for three locational zones: New York City, Long Island, and the rest
of the state of New York. Our facilities operate outside of New York City and Long Island. Capacity pricing is
calculated as a function of NYISO’s annual target reserve margin (18% for 2006-2007), the estimated cost of
“new entrant” generation, estimated peak demand, and the actual amount of capacity bid into the market. The
Demand Curve mechanism provides for incrementally higher capacity pricing at lower reserve margins, such that
“new entrant” economics become attractive as the reserve margin approaches target levels. The intention of the
Demand Curve mechanism is to ensure that existing generation has enough revenue to maintain operations when
capacity revenues are coupled with energy and ancillary service revenues, Additionally, the Demand Curve
mechanism is intended to attract new investment in generation in the locations in which it is needed most.

Due to transmission constraints, prices vary across the state and are generally higher in the Eastern part of
New York, where our Roseton and Danskammer facilities are located, and in New York City. (Our Independence
facility is located in the Northwest part of the state,) Current reserve margins of 24% are somewhat above the
NYISO’s target reserve margin of 18%. We believe that reserve margins are likely to return to target levels by
2009 to 2011.

Contracted Capacity. Approximately 70% of the Independence facility’s capacity is obligated under a
capacity sales agreement, which runs through 2014. Revenue from this capacity obligation is largely fixed with a
variable discount that varies each month based on the price of power at Pleasant Valley LMP. Additionally, we
supply steam from our Independence facility to a third party at a fixed yearly rate and supply up to 44 MW of
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fixed price energy to that third party under that agreement. For the uncommitted portion of our Northeast fleet,
due to the standard capacity market operated by NYISO and liquid over-the-counter market for NYISO capacity
products, we are able to sell substantially all of our capacity into the market each month. This provides for a
steady stream of capacity revenues at market prices from our facilities both in the short-term and for the
foresecable future.

Environmental and Regulatory Considerations. Please read “—Regulatory and Environmental Matters”
beginning on page 15 for discussion of the environmental and regulatory restrictions applicable to our business.

Power Generation—South Segment

.Our South fleet comprises two natural gas-fired peaking facilities and two natural gas-fired cogeneration
facilities totaling 1,547 MW of electric generating capacity. Key details of the Southi fleet are as follows:

Total Net
Generating

Capacity Primary Dispatch NERC
Facility (MW)(1)  Fuel Type Type Location Reglon {(ISO)
Calcasieu (2) .......oooviiiiiiiinnn. 351 Gas Peaking  Sulphur, LA  SERC
Heard County . ...........coivuinvnnnn 539 Gas Peaking Heard Co.,, GA SERC
Black Mountain (3) ................... 43 Gas Baseload Las Vegas, NV WECC
CoGenLyondell ..................... 614 Gas Baseload Houston, TX ERCOT (ISO)

Total South . . .................... 1,547

(1) Unit capacity values are based on winter capacity.

(2) On January 31, 2007, we entered into an agreement to sell our interest in the Calcameu power generation
facility to Entergy. Subject to regulatory approval, the transaction is expected to close in early 2008. Please
read Note 4—Dispositions, Contract Terminations and Discontinued Operations—Calcasieu on page F-20
for further discussion.

(3) We own a 50% interest in this facility and the remaining 50% interest is held by Chevron. Total generating
capacity of this facility is 85 MW.

South Fleet-SERC

Our Calcasieu and Heard County facilities are located in SERC. SERC territory includes all or portions of
the states of Illinois, Missouri, Kentucky, Arkansas, Tennessee, West Virginia, Virginia, North Carolina, South
Carolina, Louisiana, Mississippi, Alabama and Georgia.

Our South Fleet SERC assets are located within control areas of vertically integrated utilities and
municipalities. All power sales and purchases are consummated between individual parties and are physicaily
delivered either within or across control areas of the transmission owners. The present market framework in
SERC is not a centralized market, and it is not expected that this region will transition to centralized competitive
markets for energy and capacity in the foreseeable future.

The SERC region currently has surplus generation capacity, resulting from past competition among
merchant plant developers, significanily exceeding SERC's estimated target reserve margin of approximately
15% to 17%. The overcapacity is concentrated in the Entergy and Southern sub-regions of SERC (where the
Calcasieu and Heard County facilities are located). This overcapacity has historically depressed energy and
capacity values in this region; this influence may continue until demand growth absorbs excess supply.

On January 31, 2007, we entered into an agreement to sell our interest in the Calcasieu power generation
facility to Entergy. Subject to regulatory approval, the transaction is expected to close in early 2008. Please read
Note 4—Dispositions, Contract Terminations and Discontinued Operations—Calcasieu on page F-20 for further
discussion.
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Contracted Capacity. Given the Southeast’s regulated market structure, these two plants principally sell
capacity 10 the local regulated utilities and energy and ancillary services through bilateral transactions with the
utilities and wholesale buyers.

South Fleet-ERCOT

Our CoGen Lyondell facility is located in ERCOT, which comprises a majority of the state of Texas.

This market is administered by ERCOT ISO, which oversees competitive wholesale and retail markets.
ERCOT’s operations are overseen by the PUCT. ERCOT operates as the single control area within its region and
operates energy markets for market participants. Price mitigation measures in ERCOT include a $1,000 per MWh
offer cap. ERCOT is considering wholesale market design changes including ILMP (similar to markets in MISO,
NYISO and PJM) in response to a PUCT rule. Implementation details and timing of these market changes have
not yet been finalized, but are expected in approximately 2009,

The ERCOT region currently has surplus generation capacity indicated by a NERC estimated 2006 reserve
margin of 14%, exceeding ERCOT’s target minimum reserve margin of 12.5%. This overcapacity has
historically depressed energy and capacity values in this region. However, previously released reports from
ERCOT indicate that reserve margins may fall below the 12.5% level by 2010 to 2013 due to announced
generating retirements and mothballed units.

Contracted Capacity. Since its inception, the CoGen Lyondell facility has sold steam and 70 MW of
capacity and energy to its site host, Lyondell Chemical Company, under long-term contracts which expired in
December 2006. The steam and energy sales contracts were amended and extended beginning January 1, 2007,
We sell up to 80 MW of capacity and energy and 1.5 million pounds per hour of steam for a base contract term
from January 2007 through December 2021 and subsequent automatic rollover terms of two years each thereafter
through as long as December 2046.

The balance of Cogen Lyondell’s capacity and energy (approximately 534 MW) are sold through bilateral
transactions or through the ERCOT daily market.

Environmental and Regulatory Considerations. During 2006, the Cogen Lyondell facility installed NO,
emissions reduction controls, at a cost of approximately $15 million, to satisfy Houston-area ozone rules. When
the project is completed in 2007, at a total cost of approximately $23 million including interest on construction,
the facility is expected to be in environmental compliance for the foreseeable future.

Please read “—Regulatory and Environmental Matters™ beginning on page 15 for further discussion of the
environmental and regulatory restrictions applicable to our business.

South Fleet Equity Investments

Black Mountain. Our Black Mountain plant is a PURPA QF located near Las Vegas, Nevada, in the
WECC., Capacity and energy from this facility are sold to Nevada Power Company under a long-term PURPA
QF contract.

Customer Risk Management

After the termination of the Sterlington tolling agreement on March 7, 2006, the CRM business primarily
consists of a remaining power tolling arrangement relating to the Kendall facility, as well as our legacy physical
natural gas supply contracts, natural gas transportation contracts and natural gas, power and emissions trading
positions. A tolling arrangement is a contract whereby a generation owner sells rights to dispatch the unit at a
defined heat rate and for terms and conditions provided for in the agreement while the owner continues to operate
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the facility. The buyer under a tolling arrangement generally provides fuel in accordance with dispatch
instructions for the unit.

We mitigated the effect of the Kendall tolling arrangement through November 2008 by entering inlo a
“back-10-back” power purchase agreement with a subsidiary of Constellation Energy Commodities Group. Inc,
(“Consteilation”), under which we receive payments which offset our obligations to the owner of the facility.
Pursuant to this arrangement, we are obligated to make aggregate payments of approximately $416 million to the
owner of the facility in exchange for access 1o power generated by the facility, resulting in a total obligation of
$335 million, net of $81 million to be received from Constellation over the next 23 months. On September 14,
2006, we agreed to acquire the Kendall facitity either through the planned acquisition of assets from the LS
Entities or as a separate transaction. The Kendall tolling arrangement will become an intercompany obligation
under our GEN-MW segment upon the closing of the transaction. As a result, the impact of the toll in the
consolidated financial statements would be eliminated in consofidated results.

Legacy Marketing and Trading. Regarding our legacy natural gas, power and emission businesses, we have
substantiatly reduced the size of our mark-to-market portfolio since October 2002, when we initizted our efforts
to exit the CRM business.

Natural Gas—We have exited a significant portion of our physical and financial natural gas marketing and
trading business and expect to have substantially exited this business by the end of 2007, with the exception of a
minimal number of physical natural gas transactions that expire between 2010 and 2017. Many of our remaining
transactions relate to the sale of natural gas to power plants, municipalities, and other industrial users in various
regions across the U.S. along with financial contracts that hedge the price exposure inherent in those contracts.
These remaining transactions still require cash payments to purchase natural gas for our customers; however,
those cash requirements are partially offset by the proceeds received from financial contracts hedging the supply.
We will continue our efforts to exit the remaining transactions as allowed by market liquidity, credit
requirements, and market opportunities.

Power—We have substantially exited our remaining CRM power business, exclusive of the remaining
power tolling arrangement in the segment with the exception of a minimum number of positions that will remain
until 2010. These transactions primarily relate to past trading activity that was conducted in prior years for
periods that have yet to mature. These transactions are accounted for on a mark-to-market basis and will continue
to result in volatility in our statement of operations as prices change during the year. We will continue our efforts
to exit the remaining transactions as allowed by market liquidity, credit requirements, and market opportunities,

Emissions—We have a forward obligation to deliver SO, emissions allowances through 2008. Our financial
statements reflect the gain or loss on this obligation resulting from the price fluctuation in SO, emissions
allowances. This obligation will be satisfied by our current inventory of physical 30, emissions allowances, and
such inventory is valued at the lower of cost or market, in accordance with GAAP. Upon settlement of the
forward obligation, we will recognize a gain to the extent that the delivery price is higher than the book value of
our inventory. Upon delivery of the emissions allowances, we expect a positive cash flow as the third party
makes payment for the emissions allowances. The inventory of emissions allowances that we use 1o fulfill this
forward obligation is separate from the inventory and needs of our power generation business.

Other
Corporate

Other also includes corporate governance roles and functions, which are managed on a consolidated basis,
and specialized support functions such as finance, accounting, risk control, tax, legal, human resources,
administration and information technology. Corporate general and administrative expenses, income taxes and
interest expenses, except for interest on borrowings incurred by our operating segments, are also included, as are
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corporate-related other income and expense items. Results for our discontinued global communications business
are also included in this segment in periods where appropriate.

Natural Gas Liquids

Our natural gas liquids segment consisted of our midstream asset operations, located principally in Texas,
Louisiana and New Mexico, and our North American natural gas liquids marketing business, all of which we sold
in October 2005. Please read Note 4—Dispositions, Contract Terminations and Discontinued Operations—
Discontinued Operations-Natural Gas Liquids beginning on page F-23 for further discussion.

Regulated Energy Delivery

Our regulated energy delivery segment consisted of our former Illinois Power Company subsidiary, which
we sold in September 2004. Pledse read Note 4—Dispositions, Contract Terminations and Discontinued
Operations—Dispositions and Contract Terminations—Sale of Iilinois Power beginning on page F-21 for further
discussion,
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REGULATORY AND ENVIRONMENTAL MATTERS

Qur business is subject to extensive federal, state and local laws and regulations governing the generation
and sale of electricity.

Federal. Our ability to charge market-based rates for electricity, as opposed to cost-based rates, is governed
by the FERC. We have been granted market-based rate authority for wholesale power sales from our exempt
wholesale generator facilities, which include all of our facilities except CoGen Lyondell and Black Mountain.
These two facilities are Qualifying Facilities, which have various exemptions from federal regulation and sell
electricity directly to purchasers under power purchase agreements. Our market-based rate authority is predicated
on FERC not finding the existence of market power for our facilities with market-based rates, and our next
triennial market power review is currently scheduled for filing with the FERC in mid-2008. The FERC has
adopted market behavior rules and regulations designed to prohibit energy market manipulation. A violation of
these regulations could result in the revocation or suspension of our market-based rate authority, as well as
refunds, disgorgement of profits and potential monetary penalties. Please read Note 18—Regulatory Issues
beginning on page F-53 for further discussion.

State. Our business also is subject to regulation in the states where we operate. Proposed reforms to these
regulations are pending in several states, including Illinois and New York. Please read “~—Segment Discussion”
beginning on page 7 for further discussion of these state regulations by segment.

Environmental, Health and Safety Matters

Our business is subject to extensive federal, state and local laws and regulations governing discharge of
materials into the environment or otherwise relating to environmental, health and safety protection for our
employees and communities. We are committed to operating within these regulations and to conducting our
business in a safe and environmentally responsible manner. The regulatory landscape is subject to change and has
become more stringent over time. Failure to acquire or maintain permits or to otherwise comply with applicable
rules and regulations may result in fines and penalties. Additionally, the process for acquiring or maintaining
permits or otherwise complying with applicable rules and regulations may require unprofitable or unfavorable
operating conditions or significant capital and operating expenditures.

Our aggregate expenditures (both capital and operating) for compliance with laws and regulations related to
the protection of the environment associated with our power generation fleet were approximately $60 million in
2006, compared to approximately $56 million in 2005 and approximately $25 million in 2004. The 2006
expenditures include approximately $21 million for consent decree projects and $8 million associated with the
conversion of our Vermilion and Havana facilities to PRB coal, compared to $27 million in 2005 for the PRB
coal conversion projects. We estimate that total environmental expenditures (both capital and operating} in 2007
will be approximately $110 million, including approximately $90 million for consent decree projects and
approximately $15 million for O&M. These 2007 expenditures do not include approximately $10 million for
several environmental mitigation projects that are also part of the DMG consent decree or amounts assumed as a
result of the proposed Merger Agreement with the LS Entities. In 2007, the projected costs are associated
primarily with enhanced air pollution controls and handling of combustion byproducts. Changes in
environmental regulations or outcomes of litigation, the ongoing appeal of the New York State Pollution
Discharge Elimination System (SPDES) Permit issued to Danskammer in Jure 2006 and the SPDES Permit
renewal proceeding involving Roseton, could result in additional requirements that would necessitate increased
future spending and potentially adverse operating conditions.
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Ongoing and Future Environmental Initiatives. Current and proposed legislation and rulemaking contain
requirements for further environmental control that we expect may result in substantial capital investments and
operational costs. Sources of these ongoing and potentizl future requirements include:

= Legislative and regulatory proposals to adopt stringent controls on SO,, NOy and mercury emissions
from coal-fired power plants;

* Clean Air Act requirements relating to air emissions, construction and operating permits and compliance
certifications;

» (Clean Water Act requirements to reduce impacts of water intake structures on aquatic species at certain
of our power plants;

* Possible future requirements to reduce carbon dioxide emissions to address concerns about global
warming; and

+  The State of New York's consideration of a New Source Review rule that is more restrictive than the
Federal New Source Review program, as it refates to routine maintenance, repair and replacement
activities.

Following is a description of reasonably anticipated environmental initiatives for which we could incur
significant expenditures, depending on the outcome.

Multi-Pollutant Air Emission Initiatives. In recent years, various federal and state legislative and
regulatory multi-pollutant initiatives have been introduced. Tn early 2005, the EPA finalized several rules that
would collectively require reductions of approximately 70% each in emissions of SO,, NOy and mercury from
coal-fired electric generating units by 2015 (2018 for mercury).

The Clean Air Interstate Rule (CAIR) is intended to reduce SO, and NOy emissions across the eastern
United States (29 states and the District of Columbia) and address fine particulate matter and ground-level ozone
National Ambient Air Quality Standards. The rule includes both seasenal and annual NOy, control programs as
well as an annual 8O, control program. A majority of our generating facilitiecs will be subject to these programs.
The compliance deadline for Phase 1 for the NOy control program is in 2009; the SO, control program becomes
effective in 2010. The finai compliance phase begins in 2015. In April 2006, the U.S. EPA Administrator
published a final rule that includes a federal implementation plan (FIP) to reduce transport of fine particulate
matter and ozone. States may choose to develop their own NOy requirements, within their respective state
implementation plans, at least as stringent as the FIP, else the EPA will apply the FIP requirements to these
states. Participation by states in the CAIR regional trading program is not mandatory.

The CAIR rule establishes a cap-and-trade program projected to reduce NOy and SO, emissions by 61
percent and 73 percent, respeclively, by 2018 and requires states to achieve the required reductions by adopting
CAIR or state rules. The Illinois EPA has proposed a rule to implement the CAIR requirements that would
require greater reductions in NOy emissions from electric generators by setting aside 30 percent of the available
NOy emission allowances for energy efficiency and conservation projects, making the allowances unavailable to
generators.

The U.S. EPA issued the Clean Air Mercury Rule (CAMR) for control of mercury emissions in March 2005
and, in December 2006, promulgated a backstop plan to ensure that power plants affected by the CAMR reduce
their mercury emissions on schedule. CAMR establishes a cap-and-trade program that would reduce emissions of
mercury from coal-fired power plants and, according to the EPA, the rule will reduce utility emissions of
mercury from 48 tons per year to 15 tons per year by 2018, a reduction of nearly 70 percent from 1999 emission
levels. The federal rule requires states to promulgate rufes at least as stringent as CAMR. In December 2006 the
Illinois Pollution Control Board approved a state rule that would require greater mercury emissions reductions
and in a shorter time pertod than CAMR. The Iilinois Rule will require additional capital and Q&M expenditures
at each of our Hlincis coal-fired plants beginning in 2007. The state of New York has also approved a mercury
rule that is more stringent than CAMR, and will likely require additional capital and operating costs.
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We initially opposed the Illinois mercury rule because the schedule for implementation was considered
impractical. In settling our opposition to the rule, we agreed to join with the Illinois Environmental Protection
Agency in advancing a revised regulatory proposal that would significantly reduce mercury emissions but allow
sufficient time 10 meet the emission limitation while making further reductions in emissions of sulfur dioxide,
nirogen oxides and particulate matter from the company’s generation facilities. The rule approved by the Hlinois
Pollution Control Board in December 2006 included the revised proposal covering multiple pollutants including
mercury, NOy and SO,.

The Clean Air Visibility Rule (CAVR) addresses the requirement for states to analyze and include “Best
Available Retrofit Technology” (BART) requirements for individual facilities in their state implementation plans
to address regional haze, which rules are due by the end of 2008 with compliance expected five years later. The
requirements apply to facilities built between 1962 and 1977 that emit more than 250 tons per year of certain .
regulated pollutants in specific industrial categories, including utility boilers. The record for the final rule:
contains an analysis that demonstrates that for electric generating units subject to CAIR, CAIR will generaily
result in more visibility improvements than BART would provide. Therefore, it may prove sufficient for'states
that adopt CAIR to substitute its requirements for BART controls otherwisc required by SIPs under CAVR. In
preparing their SIPs, states are required to do so in tandem with the recommendation of their state environmental
Regional Planning Organizations, which may be more stringent than CAIR.

The Clean Air Act. The Clean Air Act and comparable state laws and regulations relating to air emissions
impose responsibilities on owners and operators of sources of air emissions, including requirements to obtain
construction and operating permits as well as compliance certifications and reporting obligations. The Clean Air
Act requires that fossil-fueled plants have sufficient SO, and, in some regions NOy emission allowances, as well
as meet certain pollutant emission standards. Our electric generation facilities, some of which have changed their
operations to accommodate new control equipment or changes in fuel mix, are presently in compliance with
these requirements. In order to ensure continued compliance with the Clean Air Act and related rules and
regulations, including ozone-related requirements, we have plans to install emission reduction technology and
expect to incur a total capital expenditure of up to $7 million in 2007 pursuant to such plans.

Water Issues. Our water withdrawals and wastewater discharges are permitted under the Clean Water Act
and analogous state laws. Section 316(b) of the Clean Water Act and comparable state water laws and
regulations, require that the location, design, construction and capacity of cooling water intake structures reflect
BTA for minimizing adverse environmental impact. The cooling water intake structures at four of our coal and
one of our fuel oil-fired facilities in Illinois and New York are subject to this requirement.

The U.S. EPA issued rules in July 2004 establishing national standards aimed at protecting aquatic life at
power generating facilities with existing cooling water intake structures, The rule requires a Comprehensive
Demonstration Study*(CDS) for each affected facility to provide information needed to determine necessary
facility-specific modifications and cost estimates for implementation. The required studies are either underway or
complete at all of the affected facilities, and the rule requires that final compliance plans be in place by January -
2008. Once compliance measures are determined and approved by regulators, a facility may have several years to
implement the measures. Due to the wide range of measures potentially applicable to a given facility, and since
the final selection of compliance measures will be at least partially dependent upon the CDS information, we are
not able to estimate our total fleet cost for complying with the rule at this time.

On January 25, 2007, the United States Court of Appeals for the Second Circuit remanded to the EPA a
substantive portion of these rules, including EPA’s determination of BTA for existing water intake structures.
The Court’s remand of the rule to EPA has created uncertainty concerning the performance standard and the.
schedule for implementing the requirement. Further appellate review of the rule may be pursued or EPA may
revise the rule in accordance with the Court’s opinion. The scope of requirements and the compliance
methodologies allowed may become more restrictive, resulting in potentially sngmﬁcantly increased costs. In
addition, the timing for compliance may be adjusted.
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As with air quality, the requirements applicable to water quality are expected to increase in the future. A
number of efforts are under way within the EPA to evaluate water quality criteria for parameters associated with
the by-products of fossil fuel combustion. These parameters include arsenic, mercury and selenium. Significant
changes in these criteria could impact discharge limits and could require our facilities to install additional water
treatment equipment. . . ' '

We are currently involved in an administrative proceeding in New York relating to the permit governing the
cooling water intake structure at our Roseton facility. If the proceeding is resolved unfavorably to us, we could
be required to expend material capital or to reduce plant operations. We have recently successfully completed
similar administrative proceedings concerning our Danskammer facility resulting in a new permit Challenges to
the new Danskammer permit by environmental groups that participated in the proceeding could resuit in material
capital expenditures or reduced plant operations. For further discussion of these matters, please see Note 17—
Commitments and Contingencies—Danskammer State Pollutant Discharge Elimination System Permit beginning
on page F-48 and Note 17—Commitments and Contingencies—Roseton State Pollutant D1scharge Elimination
System Permit beginning on, page F-49, respectively. :

Global Climate Change. The international treaty relating to global warming (commonly known as the
Kyoto Protocol) would have required reductions in emissions of greenhouse gases, primarily carbon dioxide and
methane, by industry, including power generating facilities, if ratified by the United States. As an alternative to
Kyoto, which became effective (without ratification by the United States) in February 2003, current U.S. policy
regarding greenhouse gases favors voluntary reductions, increased operating efficiency, and continued research
and technology development, Although several bills have been introduced in Congress that would compel .
reductions in carbon dioxide emissions, there are presently no federal mandatory greenhouse gas reduction
requirements. The likelihood of any federal mandatory carbon dioxide emissions reduction program being
adopted in the near future, and the specific requirements of any such program, is uncertain. However, a number
of states where we operate power generation facilities in the Northeast and Midwest have proposed or are in the
process of developing regulatory programs to manage greenhouse gas emissions. Please read “Multi-Pollutant
Air Emission Initiatives’” above for further discusgsion: - S T

Any adoption by the federal or state governments of programs mandating a substantial reduction in
greenhouse gas emissions could have far-reaching and significant impacts on the energy industry. Although we.
cannot predict the potential impact of such laws or regulations on our future financial condition, resuits of .
operations or cash flows, we will continue to monitor and participate in greenhouse gas policy developments in
the regions in which we operate and will continué to assess and respond to the potential impact on our business -
operations.

Regional Greenhouse Gas Initiative. RGGI is a program under development by nine New England and
Mid-Adlantic states to reduce carbon dioxide emissions from power plants through a cap and trade program. The
state of New York has introduced, as a “pre-proposal”,.a rule that would require any fossil fuel fired electric
generator larger than 25 MW to hold CO, emission allowances in the amount of its annual CO, emissions. The
state would auction CO, emission allowances annually. The CO, emission allowances available for purchase by
generators would be capped at approximately 64 million tons of CO, emissions. Affected generators would be
required to purchase 100 percent of the carbon credits needed to operate their facilities through the auction :
process. The final program requirements of RGGI and subsequent impact to our operations are not known at this
time, but the Northeast states currently intend to finalize carbon dioxide emissions requxremcnts for electric
generating facilities within the-next few months. :

Remedial Laws. We are also subject to environmental: requirements relating to handling and disposal of
toxic and hazardous materials, including provisions of CERCLA and RCRA: and similar state laws. CERCLA
imposes strict liability on persons that contributed to release of a “hazardous substance” into the environment.
These persons include the current or previous owner and operator of a facility and companies that disposed, or
arranged for disposal, of hazardous substances found at a contaminated facility. CERCLA also authorizes the
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EPA and, in some cases, private parties to take actions in response to threats to public health or the environment
and to seek recovery for costs of cleaning up hazardous substances that have been released and for damages to
natural resources from responsible parties. Further, it is not uncommon for neighboring landowners and other
affected parties to file claims for personal injury and property damage allegedly caused by hazardous substances
released into the environment. CERCLA or RCRA could impose remedial obhgatlom af a variety of our
facilities. ¢ ' v R Lo g .

' . 0 v '

Additionally, the EPA may develop new regulations that impose additional requirements on facilities that
store or dispose of non-hazardous fossil fuel combustion materials, including coal ash. If so, we and other
similarly situated power generators may be required to change current waste management pracuces and incur
additional capital expendlturei to comply with these regulations.

As a result of their age, a number of our facilities contain quantities of asbestos-containing materials, lead-
based paint, and/or other regulated materials. Existing state and federal rules require the proper management and
disposal of these materials. We have developed a management plan that includes proper maintenance of existing
non-friable ashestos installations and removal and abatement of asbestos-containing materials where necessary
because of maintenance, repairs, replacement or damage to the asbestos itself.

Health and Safety Rules. Our operations are subject to requirements of the Occupational Safety and Health
Administration (OSHA) and other comparable federal, state and provincial statutes. We have processes in place
to identify and evaluate risk in order to ensure that non-compliances are detected and corrected in a timely
manner. We believe we currently comply and expect to continue to comply in all material respects with
applicable rules and regulations.
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COMPETITION
Demand for power may be met by generation capacity based on several competing technologies, such as . .
natural pas-fired, coal-fired or nuclear generation, as well as power generating facilities fueled by alternative .
energy sources, including hydro power, synthetic fuels, solar, wind, wood, geothermal, waste heat and solid
wasté sources. Our power generation businesses in the Midwest, Northeast, and South compete with other
non-utility generators, regulated utilities, unregulated subsidiaries of regulated utilities and other energy service
companies. We believe that our ability to compete effectively in these businesses will be driven in large part by
our ability to achieve and maintain a low cost of productton, primarily by managing fuel costs, and to provide
reliable service to our customers.. We believe our primary competitors consist of at least |15 companies in the
power generation business. . - C
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OPERATIONAL RISKS AND INSURANCE

We are subject to all risks inherent in the power generation business. These risks include, but are not limited
1o, equipment breakdowns or malfunctions, explosions, fires,:terrorist attacks, product spillage, weather including
hurricanes and tornados, nature including earthquakes and inadequate maintenance of rights-of-way, which could
result in damage to or destruction of operating assets and other property, or could result in personal injury, loss of

" life or pollution of the environment, as well as curtailment or suspension of operations at the affected facility. We

maintain general public liability, property/boiler and machinery, and business interruption insurance in amounts
that we consider to be appropriate for such risks. Such insurance is subject to deductibles and caps that we
consider reasonable and not excessive given the current insurance market environment. The costs associated with
these insurance coverages have been volatile during recent periods, and may continue to be so in the future. The
occurrence of 4 significant event not fully insured or indemnified against by a third party, or the failure of a party
to meet its indemnification obligations, could materially and adversely affect our operations and financial
condition. While we currently maintain levels and types of insurance that we believe to be prudent under current
insurance industry market conditions, our potential inability to secure these levels and types of insurance in the
future could negatively impact our business operations and financial stability, particularly if an uninsured loss
were to occur. No assurance can be given that we will be able to maintain these levels of insurance in the future
at rates we consider commercially reasonable. '

E We also face markel, price, credit and other risks relative to our business. Please read Item 7A. Quantitative
and Qualitative Disclosures About Market Risk beginning on page 81 for further discussion of these risks.

In addition to these operational risks, we also face the risk of damage to our reputation and financial loss as
a result of inadequate or failed internal processes and systems. A systems failure or failure to enter a transaction
properly into our records and systems may result in an inability to settle a transaction in a timely manner or cause
a contract breach. Our inability to implement the policies and procedures that we have developed to minimize
these risks could increase our potential exposure to damage to our reputation and to financial loss. Please read
Item 9A. Controls and Procedures beginning on page 84 for further discussion of our internal control systems.

SIGNIFICANT CUSTOMERS
For the year ended December 31, 2006, approximately 23%, 19% and 18% of our consolidated revenues
were derived from transactions with AmerenIP, MISO and NYISO, respectively. For the year ended
December 31, 2005, approximately 26% and 20% of our consolidated revenues were derived from transactions
with NYISO and AmerenlP, respectively. For the year ended December 31, 2004, approximately 13% of our
consolidated revenues were derived from transactions with NYISO. No other customer accounted for more than
10% of our consolidated revenues during 2006, 2005 or 2004. '

'+ EMPLOYEES
At December 31, 2006, we had approximately 348 employees at our administrative offices and
approximately 991 employees at our, operating facilities. Approximately 640 employees at Dynegy-operated.
facilities are subject to collective bargaining agreements with various unions that expire in June 2007 (Midwest)
and in February 2008 (Northeast). We believe relations with our employees are satisfactory. ‘

21




Item LA, Risk Factors .- e
Forward-Looking Statements

‘This Form 10- K includes statements reflecting assumptions, expectatxons projections, intentions or beliefs
about future events that are intended as “forward-looking statements”. Ail statements included or incorporated by
reference in this annual report, other than statements of historical fact, that-address activities, events or
developments that we or our management expect, believe or anticipate will or may occur in the future are
forward-looking statements. These statements represent our reasonable judgment on the future based on various -
factors and using numerous assumptions and are subject to known and unknown risks, uncertainties and other
factors that could cause our actual results and financial position to differ materially from those contemplated by
the statements. You can identify these statements by the fact that they do not relate strictly to historical or current
facts. They use words such as “anticipate,” “estimate”, “project”, “forecast”, “plan,” “may”, “will”, “should”,
“expect” and other words of similar meaning. In particular, these include, but are not limited to, statements .

relating to the following: cdee
+  expectations and beliefs related tothe combination with the LS Entmes including satlsfymg closing
- conditions and ohtammg shareholder approval; !
. ant1c1pated benefits and expected synergteq resulting from the combination w1th the LS Entltles and
beliefs associated with the integration of operations of both companies; = )

SIS

* projected operating or financial resul_ts, including anticipated cash ﬂews from operations, revenues and
profitability;

¢ expectations regarding capttal expendttures mterest expcnse and other payments

+ - beliefs and assumptions about economic conditions and the demand and prices for electricity;

BY

i * *

¢ -beliefs about commodity pricing and generation volumes; - : ' b

*+ our focus on safety and our abthty to efficiently ‘operate our assets 80 as 10 mammtze our revenue
generatmg opportumttes,

*  strategies to capture opportumtles presented by nsmg commodity prices and strategles to manage our
exposure to energy price volatility;

+ plans to achieve fuel-related, general and administrative, and other targeted cost savings;

*  beliefs and assumptions relating to liquidity, including the ability to satisfy or refinance debt maturities
and other obligations before or as they come due;

* - . strategies to address our substantial leverage, to access the capital markets, or to obtain additional
financing on more favorable financing terms;

' ' ' '

. measures to compete effectively with mdustry participants;

s beliefs and assumptions about market eompeut]on fiel supply, power demand generatlon capacity and
regional recovery of the wholesale power generatlon market;

« sufficiency of coal and fuel oil inventories and transportation, mcludmg strategles to deploy coal
supplies;
»  beliefs about the outcome of legal, regulatory, administrative and environmental matters;

» expectations regarding environmental matters, including costs of compliance and availability and
adequacy of emission credits; : ) :

. expectat:ons and estimates regarding the DMG consent decree and the associated costs;

s positioning our power generatlon busmess for future growth and pursumg and executmg acqutsttton
disposition or combination opportunities; and

« measures to complete the exit from the customer risk management busmess and the costs associated
with this exit.

Any or all of our forward-looking statements may turn out to be wrong. They can be atfected by inaccurate
assumptions or by known or unknown risks, uncertainties and other factors, many of which are beyond our
control, including those set forth below.
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Factors That May Affect Future Results : '
Risks Related to Our Business . '

The Merger Agreement with the LS Entities and related transactions, regardless of whether they are
ultimately consummated, have presented and will continue to present us with certain risks and uncertainties,
and have imposed and will continue to impose on us and our business and operations certain restrictions and
significant fi financial and other costs. In addition, if the Merger Agreement and related transactions are
ultimately consummated, the expected benefits of the Merger Agreement and related transactions may not be
realized in a timely or efficient manner or at all, and the LS Entities, by virtue of their stock ownership of New
Dynegy, will have significant influence over New Dynegy’s business and operations and may have interests
that differ from, and conflict with, the interests of our other shareholders.

The consummation of the Merger Agreement with the LS Entities and related transactions is subject to the
approval of our shareholders. We cannot assure you that we will receive the approval of our sharcholders in a
timely manner or at all and, as a result, we cannot assure you that the Merger Agreement and related transactions
will be consummated in a timely manner or at all. Moreover, a substantial delay in obtaining the approval of our
shareholders could have a material adverse effect on our and/or New Dynegy’s business, financial condition and
results of operations and may cause us and/or the LS Entities to abandon the Merger Agreement and related
transactions. In addition, the Merger Agreement restricts us, without the LS Entities” consent, from taking certain
specified actions until the Merger Agreement is consummated or terminated. These restrictions may prevent us
from pursuing otherwise attractive business opportunities and effecting other beneficial transactions and changes
to our business and operations prior to the consummation or termination of the Merger Agreement.

We entered into the Merger Agreement with the LS Entities with the expectation that the combination of our
busiriess and operations with the business and operations of the power generation entities to be contributed by the
LS Entities pursuant to the Merger Agreement would result in various beneﬁts including, among other things,
certain synergies, cost savings and operating efficiencies. We cannot assure you that such beneﬁts will be
realized in a timely manner, in full or at all. :

T

In addition, we have incurred and expect to continue to incur significant costs in connection with
consummating the Merger Agreement and related transactions. We also expect to incur, upon the consummation
of the Merger Agreement and related transactions, costs in connection with integrating our operations and
procedures with the operations and procedures of the power generation entitics to be contributed by the LS
Entities. Morcover, we cannot assure you that the anticipated synergies, cost savings and operating efficiencies
related to the integration of our business with that of the power generation entities to be contributed by the LS
Entities will offset these costs over time, in a timely manner, in full or at all.

" If the Merger Agreement and related transactions are consummated, we will face significant challenges in
integrating our operations and procedures with the operations and procedures of the power generation entities to
be contnbuted by the LS Entities. As a result, we cannot assure you that the integration will be completed in a
timely or efficient manner. In addition, such integration efforts could also divert our management’s focus and
resources from our and, subsequent to the consurnmation of the Merger Agreement, New Dynegy’s day-to-day
business and operations. Such diversion of our management’s focus and resources could have a material and
adverse effect on our and, subsequent to the consummation of the Merger Agreement, New Dynegy’s business,
financial condition and results of operations. ‘

Furthermore, subsequent to the consummation of the Merger Agreement and related transactions, the LS
Entities will own approximately 40% of the voting power of New Dynegy and will have the right to nominate up
to three members of the 11-member board of directors of New Dynegy. By virtue of such stock ownership and
board represenmlmn the LS Entities will have the power to influence New Dynegy’s affairs as well as the
outcome of matters submitted to a vote of New Dynegy’s stockholders. Moreover, the LS Entities may have
interests that differ from, and conflict with, those of our other sharcholders, who will be holders of New
Dynegy’s common stock upon the consummation of the Merger Agreement and related transactions.
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Our growth strategy may include acquisitions or combinations that could fail or present unanticipated
problems for our business in the future, which could adversely affect our ability to realize anticipated benefits
of those transactions.

Our growth strategy may include acquiring or combining with other businesses, such as the power
generation facility acquisitions we propose to make pursuant to the Merger Agreement. We may not be able to
identify suitable acquisition or combination opportunities or finance and complete any particular acquisition or
combination successfully. Furthermore, acqulsltlons and combmanons involve a number of risks and challenges,
including:

» diversion of management’s attention;
» the need to integrate acquired or combined operations;
+ potential loss of key employees;

» difficulty in evaluating the power assets, operaling costs, mfraslructure requ1rements environmental and
other llabllltle% and other factors beyond our control; :

* potental ack of operaling experience in new geographic/power markets
* an increase in our expenses and working capital requirements; and

» the possibility that we may be required to issue a substantial amount of additional equity securities or
incur additional debt to finance any such transactions.

Any of these.factors could adversely affect our ability to achieve anticipated levels of cash flows or realize
synergies or other anticipated benefits from a strategic transaction. Furthermore, the market for transactions is
highly competitive, which may adversely affect our ability to find transactions that fit our strategic objectives. In
pursuing our strategy, consistent with industry practice, we routinely engage in discussions with industry
participants regarding potential transactions, large and small. We intend to continue to engage in strategic
discussions and we will need to respond to potential opportunities quickly and decisively. As a result, strategic
transactions may occur at anytime and may be significant in size relative to our assets and operations. -

Because many of our power generation facilities operate mostly without term power sales agreements and
because wholesale power prices are subject to significant volatility, our revenues and profi tabtltty are subject
to significant fluctuations.

Most of our facilitics operate as “merchant” facilities without term’ power sales agreements, Without term
power sales agreements, we cannot be sure that we will be able to sell any or all of the electric energy, capacity
or ancillary services from our facilities at commercially attractive rates or that our facilities will be able to
operate profitably. This could lead to decreased financial results as well as future impairmeats of our property,
plant and equipment or to the retirement of certain of our facilities resulting in economic losses and liabilities.

Because we largely sell electric energy, capacity and ancillary services into the wholesale energy spot
market or into other power markets on a term basis, we are not guarantced any rate of return on our capital
investments. Rather, our financial condition, results of operations and cash flows are likely to depend, in large
part, upon prevailing market prices for power and the fuel to generate such power. Wholesale power markets are
subject to significant price fluctuations over relatively short periods of time and can be unpredictable.

Given the volatility of power commodity prices, to the extent we do not secure term power sales agreements

for the output of our power generation facilities, our revenues and profitability will be subject to increased
volatility, and our financial condition, results of operations and cash flows could be materially adversely affected.
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Our hedging activities will not fully protect us from exposure to commodity price risks, and we are vulnerable
to decreases in power prices and increases in the price of natural gas, coal and oil. To the extent we do engage
in hedging activities, our models representing the market may be inaccurate.

Since a substantial portion of our production capacity may not be hedged and is thus subject to commodity
price risks, we have the potential to receive higher or lower prices for capacity, energy and ancillary services
resulting in volatile revenue and cash flow. To the extent that our generated power is not subject to a power
purchase agreement or similar arrangement, we generally will pursue sales of such generated power based on
current market prices. Where forward sales are not executed, we will be impacted by changes in commodity
prices, and, in an environment where fuel costs increase and power prices decrease, our financial condition,
results of operations and cash flows may be materially adversely affected. In those instances where we do
execute forward sales or related financial transactions, our internal models may not accurately represent the
markets in which we participate, potentially causing us to make less favorable decisions.

Unauthorized hedging and related activities by our employees could result in significant losses.

v |

We intend to continue our commercial strategy, which emphasizes forward power sales opportunities to
capture attractive-market prices in the near-term. We have adopted various internal policies and procedures
designed to monitor hedging activities and-positions. These policies and procedures are designed, in part, to
prevent unauthorized purchases or sales of products by our employees. We cannot assure, however, that these
steps will detect and prevent all violations of our risk management policies and procedures, particularly if ‘
deception or other intentional misconduct is involved. A significant policy violation that is not detected could
result in a substantial financial loss for us. 1

" . . 1

o [ ' . TR

We are exposed to the risk of fuel and fuel transportation cost increases and interruptions in fuel supplies |
because some of our facilities do not have long-term coal, natural gas or hqum‘ Juel supply agreements.

Many of our power generation facilities, spemﬁcally those that are natural gas-fired, purchase their fuel
. requirements under short-term contracts or on the spot market. As a result, we face the risks of supply
interruptions and fuel price volatility, as fuel deliveries may not exactly match that fequired for energy sales, due
‘ in part to our need to pre-purchase fuel inventories for reliability and dispatch requirements.
]

Moreover, operation of many of our coal-fired generation facilities is highly dependent on our ability to
procure coal. Although we have long-term contracts in place for our coal and coal transportation needs, power
generators in the Midwest and the Northeast have experienced significant pressures on available coal supplies
that are either transportation or supply related. 1If we are unable to procure fuel for physical delivery at prices we .
' consider favorable, our financial condition, results of operations and cash flows could be materially adversely

affected. . ) ] . i ,

Availability and cost of emission credits could materially impact our costs of operations. o

We are required to maintain, either by allocation or purchase, sufficient emission credits to support our
opérations in the ordinary course of operating our power generation facilities. These credits are used to meet our
obligations imposed by various applicable environmental laws. If our operational needs require more than our
allocated allowances of emission credits, we may be forced to purchase such credits on the open market, which
could be costly. If we are unable to maintain sufficient emission credits to match our operational needs, we may
have to curtall our operatlons 50 as not to exceed our available emission credits, or install costly new emissions
controls. As we use the emissions credits that we have purchased on the open market, costs associated with such
purchases will be recogmzed as operating expense. If such credits are available for purchase, but only at |
significantly hlgher prices, the purchase of such credits could materially increase our costs of operations in the
affected markets.
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Competition in wholesale power markets, together with an oversupply of power generation capacily in certain
regional markets, may have a material adverse effect on our financial condition, results of operations and
cash flows. :

We have numerous competitors and additional competitors may enter the industry. QGur power generation
business competes with other non-utility gencrators, regulated utilities, unregulated subsidiaries of regulated
utilities and other energy service companies in the sale of energy, as well as in the procurement of fuel,
transmission and transportation services. Moreover, aggregate demand for power may be met by generation
capacity based on several competing technologies, as well as power generating facilitics fueled by alternative or-
renewable energy sources, including hydroelectric power, synthetic fuels, solar, wind, wood, geothermal, waste
heat and solid waste sources. Regulatory initiatives designed to enhance renewable generation could increase
competition from these types of facilities. In addition, a buildup of new electric generation facilities in recent
years has resulted in an abundance of power generation capacity in certain regional markets we serve.

We also compete against other energy merchants on the basis of our relative operating skills, financial
position and access to credit sources. Energy customers, wholesale energy suppliers and transporters often seek
financial guarantees, credit support such as letters of credit, and other assurances that their energy contracts will
be satisfied, Companies with which we compete may have greater resources in these areas. In addition, many of
our current facilities are relatively old. Newer plants owned by competitors will often be more efficient than
some of our plants, which may put some of our plants at a competitive disadvantage. Over time, some of our
plants may become obsolete in their markets, or be unable to compete, because of the construction of new, more
efficient plants, :

Other factors may contribute to increased competition in wholesale power markets. New forms of capital
and competitors have entered the industry in the last several years, including financial investors who perceive
that asset values are at levels below their true replacement value. As a result, a number of generation facilities in
the United States are now in the hands of lenders and investment companies. Furthermore, mergers and asset
reallocations in the industry could create powerful new competitors. Under any scenario, we anticipate that we
will face competition from numerous companies in the industry, some of which have superior capital structures.

Moreover, many companies in the réegulated utility industry, with which the wholesale power industry is
closely linked, are also restructuring or reviewing their strategies. Several of those companies have discontinued
or are discontinuing their unregulated activities and secking to divést their unregulated subsidiaries. Some of
those companies have had, or are aitempting to have, their regulated subsidiaries acquire assets out of their or
other companies’ unregulated subsidiaries. This may lead to increased competition between the regulated utilities
and the unregulated power producers within certain markets, The future of the wholesale power generation
industry is unpredictable, but may include restructuring and consolidation within the industry, the sale,
bankruptcy or liguidation of certain competitors, the re-regulation of certain markets or a long-term reduction in
new investment into the industry. To the extent that competition increases, our financial condition, results of
operations and cash flows may be materially adversely affected.

The regional concentration of our business in the Midwest may increase the effects of adverse trends in that
markel. - - .

A substantial portion of our business is located in the Midwest region of the United States. Changes in
economic conditions in this market, 1ncludmg changing demographics, or oversupply of or reduced demand for
power, could have a material adverse effect on our financial condition, results of operations and cash flows. A
substantial portion of our net income is derived from our Baldwin facility. Any disruption of production at that
facility could have a material adverse effect on our financial condition, results of operations and cash flows.

Under the terms of the power purchase agreement with AmereniP, which expired at the end of 2006, our
Midwest coal plants were partially contracted to AmerenlP at a fixed price per megawatt hour. For the year
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ended December 31, 2006, approximately 23% of our consolidated revenues were derived from transactions with:
AmerenlP. Currently, our results in the Midwest are exposed to volatility in, market prices which could cause.us-
to realize losses in a weak power price environment. -

We depend on transmission facilities operated by RTOs and ISOs, which could result in an inability to sell and
deliver power to the market that may, in turn, adversely affect the profitability of our generation facilities.

Reglonal Transmnssnon Orgamzanons (“RTOs”) and Independent System Operators (“ISOs™) have emerged
in most of the markets in which” 'we operate and compete. The RTOs and ISOs provide transrmss:on services,
administer transparent and competitive power markets and maintain system reliability. Many of these RTOs and
ISOs operate real-time and day-ahead markets in which we sell energy. We may be affected by changes in
market rules, tariffs, market structures, administrative fee allocations and market bidding rules in these RTOs and
ISOs. The ISOs or RTOs that oversee most of the wholesale power markets impose, and in the future may
continue to 1mposc price llmltatlons offer caps and other mechanisms to guard against the potential exercise of
market power in these markets. These typcs of price limitations and other regulatory mechanisms may adversely
affect the profitability of our generation famhtles that sell energy and capacity into the wholesale power markets

We do not.own, control or set the rates for the transmission facilities we use to deliver energy, capacity and’
ancillary services to our customers. In addition, transmission capacity may not be available to us, the total
costs of transmission may exceed our projections or cause us to forego transactions, and changes in the
transmission grid could reduce our revenues. . oL .

We do not own or control the transmission facilities required to sell the wholesale power from cur
generation facilities. If the transmission service from these facilities is unavailable or disrupted, or if the
transmission capacity infrastructure is madequate our ability to sell and deliver wholesale power may be
materially adversely affected. Furthermore, the rates for transmission capacity from these facilities are set by
others and the market and thus are subject 10 changes, some of which could be significant. Moreover, changes in
the transmission mfrastructure within or connecting mdmdual markets could reduce prices in those markets by
increasing the amount of generaung capacity competing to serve the same markets, As a result, our business
financial condition, cash flows and results of operations may be materially adversely affected.

"y . '

An event of loss and certain other events relating to our Dynegy Northeast Genem:mn Jacilities could triggera
substantial obligation that would be difficult for us to satisfy.

We acquired the DNE power generating facilities in January 2001 for $950 million. In May 2001, we
entered into an asset-backed sale-leaseback transaction relating to these facilities to provide us with long-term
acquisition financing. In this transaction, we sold four of the six generating units comprising these facilities for
approximately $920 million to Danskammer OL LLC and Roseton OL LLC, and we concurrently agreed to lease
them back from these entities. We have no option to purchase the leased facilities at Roseton or Danskammer at
the end of their lease terms, which end in 2035 and 2031, respectively. If one or more of the leases were to be .
terminated prior to the end of its term because of an event of loss, because it becomes illegal for us to comply
with the lease, or because a change in law makes the facility economically or technologically obsolete, we would,
be required to make a termination payment in an amount sufficient to redeem the pass-through trust certificates
related to the unit or facility for which the lease is terminated. As of December 31, 2006, the termination
payment would be approximately $1 billion for all of our DNE facilities. It could be difficult for us to raise
sufficient funds to make this termination payment if a termination of this type were to occur with respect to the
DNE facilities, resulting,in a material adverse effect on our financial conditions, results of operations, liquidity or
cash flows. .
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Our business is subject to complex governrient regulation. Changes in these regulations or in their
implementation may affect costs of operating our facilities or our ability to operate our facilities or increase
competition, any of which may negatively impact our results of operations.

We are subject to extensive federal, state and local laws and regulations governing the generation and sale
of energy commodities, as well as.discharge of materials into the environment and otherwise relating to the
environment and public health and safety in each of.the jurisdictions in which we will have operations. |
Compliance with these laws and regulations requires expenses (including legal representation) and monitoring,
capital and'operaling expenditures, including those related to pollution control equipment, emission credits,
remediation obligations and permitting at various operating facilities. Furthermore, these regulations are subject
to change at any time, and we cannot predict what changes may occur in the future or how such changes might
affect any facet of our busmess .

The costs and burdens associated with complying with the increased number of regulations may have a
material adverse effect on us, if we fail to comply with the laws and regulations governing our business or if we
fail to maintain or obtain advantageous regulatory authorizations and exemptions. Moreover, mcreased
competition resulting from potenual legislative changes, regulatory changes or other factors may create greater’
risks to the stability of our power generation earnings and cash flows generally. We could suffer erosion in
market position, revenues and proﬁts as competitors gain access to the service territories of our power generation
subsidiaries. . ; - ‘ :

Our costs for compliance with existing environmental laws are significant,’ and costs for compliance with new
environmental laws could adversely affect our financial condition, results of operations and cash flows.

Our business is subject to extensive and frequeéntly changing environmental regulation by federal, state and
local authorities. Such environmental regulation imposes, among other things, restrictions, liabilities and
obligations in connection with the generation, handling, use, storage, transportation, treatment and disposal of
hazardous substances and waste and in connection with spills, releases and emissions of various substances into
the environment. Existing environmental laws and regulations may be revised or reinterpreted, new laws and
regulations may be adopted or become applicable to us or our facilities, litigation or regulatory or enforcement -
proceedings could be commenced and future changes i erivironmental laws and regulations could occur,
including potential regulatory and enforcement developments related to air emissions. Proposals currently under
consideration could, if and when adopted or enacted, require us to make substantial capital and operating
expenditures. If any of these events occur, our business, operations and financial condition could be materially
adversely affected.

1
s

Moreover, many environmental laws require approvals or permits from governmental authorities for the
operation of a power generation facility, before construction or modification of a project may commence of
before wastes or other materials may be discharged into the environment. The process for obtaining necessary
permits cah be lengthy and complex and can sometimes result in the establishment of permit conditions that
make the project or activity for which the permit was sought unprofitable or otherwise unattractive. Even where
permits are not required, ¢compliance with environmental laws and reguiations can require significant capital and
operating expenditures. We are required to comply with numerous environmental laws and regulations, and to
obtain numerous governmental permits when we construct, modify and operate 6ur facilities. In addition, certain
of our facilitie$ are also required to comply with the terms of consent decrees or other governmental orders.

With the continuing trend-toward stricter standards, greater regulation and more extensive permitting
requirements, our capital and operating environmental expenditures are likely to be substantial and may increase
in the future. We may not be able to obtain or maintain all required environmental regulatory permits or other
approvals that we need to operate our business. If there is a delay in obtaining any required environmental
regulatory approvals or permits, or if we fail to obtain or comply with any required approval or permit, the
operation of our facilities may be interrupted or become subject to additional costs and, as a result, our business,
financial condition, results of operations and cash flows could be materially adversely affected.
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Different regional power markets in which we compete or may compete in the future have changing '
transmission regulatory structures, which could materially adversely affect our performance in these regions.

Our financial condition, resuits of operations and cash flows are likely to be affected by dlfferences in ’
market and transmission regulatory structures in various ‘regional power markets. Problems or de]ays that may
arise in the formation and operation of new or maturing RTOs and similar market structures, or changes in
geographic scope, rules or market operations of existing RTOs, may affect our ability to sell, the prices we
receive for, or the cost to transmit power produced by our generating facilities. Rules governing the various
regional power markets may also change from time to time, which could ‘affect our costs or revenues. We are
unable to assess fully the impact that these uncertainties may have on our business, as it remains unclear which
companies will be participating in the various regional power markets, or how RTOs will develop or what
regions they will cover. ., : C

| i

Our financial coudmon, results of aperatwns and cash flows could ‘be adverscly :mpacted by smkes or work
stoppages by our umomzed empioyees.

A majority of the employces at our facnhues are subject to collectwe ba:gammg agreemems with various
unions that expire in 2007 and 2008. If union employees strike, participate in a work stoppage or slowdown or
engage in other forms of labor strife or disruption, we could experience reduced power generation or outages if
replacement labor is not procured. The ability to procure such replacement labor is uncertain. Strikes, work
stoppages or an inability to negotiate future collective bargaining agreements on favorable.terms could have a

material adverse effect on our financial condltlon results of operatxons and cash flows.
. - LR B * +

In the past, we have reported material weaknesses in our internal control over financial reporting and may
identify material weaknesses in the future that could adversely affect investor confidence and impair the value
of our common stock. f

In connectlon with our managemem s assessments of the effecuveness of our mtemal control over ﬁnanc1al
reporting as of December 31, 2004 and 2005 and September 30, 2006, our management concluded that, asof
such dates, we did not maintain effective internal control over our financial reporting due to a material weakness
in our processes, procedures and controls related to the preparation, analysis and recording of the income tax
provision. These control deficiencies have resulted in the restatement of our 2005, 2004 and 2003 annual
consohdated financnal statements. In addition, our management concluded that, as of September 30, 2006, we did
not maintain effective internal control over our financial reporting due to a matenal weakness in our processcs,
procedures and controls related to the calculation and analysis of our risk managemenl asset and liability
balances. This material weakness resulted in an adjustment to our condensed consolidated financial statements as
of and for the three months ended March 31, 2006 prior to being reported in our Quarterly Report on Form 10-Q
for the quarterly period ended March 31, 2006. As further described in Iten 9A “Controls and Procedures,” we
remediated both material weaknesses during 2006 and determined that our internal control over financial-
reporting was effective as of December 31, 2006. However, despite the remedial measures that we implemented
and our continuing efforts to improve our internal control over our financial reporting, we may not be able to '
implément and maintain effective internal control over our financial reporting in the future. Moreover, we have
experienced from time to time deficiencies in our internal control over our financial reporting that have not risen
to the level of a material weakness. Although we have been able to remediate these deficiencies in the past, we
cannot assure you that a material weakness will not exist in the future, as additional deficiencies in-our internal
control over our financial reporting may be discovered which may rise to the level of a material weakness.

Any failure to remedy addmonal defic1enc1es in our internal control over our ﬁnanc1al reporting that may be
discovered in the future or to implement new’or improved controls, or difficulties encountered in the
implementation of such controls, could cause us to fail to meet our reporting obligations or result in material
misstatements in our financial statements. Any such failure could, in turn, affect the future ability of our
management to certify that our internal control over our financial reporting is effective and, moreover, affect the
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results of our independent registered public accounting firm’s attestation report regarding our management’s
assessment. Inferior internal control over our financialrreporting could also subject us to-the scrutiny of the SEC,
the New York Stock Exchange (on which our Class A common stock is listed and traded) and other regulatory
bodies and could cause investors to lose confidence in our reported financial mformauon which could have an
adverse effect on the ‘trading price of our common stock.

t *

[

The ultimate outcome of unresolved legal proceedings and investigations reluting to our past activities cannot
be predicted. Any adverse determination could have a material adverse effect on our financial condmon,
results of operations and cash flows.

*

We are, or have in recent years been, a party to various material litigation matters and regulatory matters
arising out of our business operations. These matters include, among other things, certain actions and
investigations by the FERC and related regulatory bodies, I|t1gat10n with respect to alleged actions in the western
power and natural gas markets, purported class action suits with respect to alleged violations of the Employment
Retirement Income Security Act of 1974 and varicus other matters. The ultimate outcome of pendmg matters
cannot presently be determined, nor can the l:ablllty that could potentlally result from a negative outcome in each
case reasonably be estimated.

N

Risks Related to Investing in Our Common Stock

If we issue a material amount of our common stock in the future or certain of our stockhalders sell a material
amount of our common stock, our ability fo use our federal net operating losses to offset our future taxable
income may be limited under Sectmn 382 of the Internal Revenue Code. . '

Our ability to utilize previously incurred federal net operating losses (NOLs) to offset future taxable income
would be limited if we were to undergo an “ownership change” within the meaning of Section 382 of the Internal
Revenue Code (the “Code”). In general an “ownership change” occurs whenever the percentage of the stock of a
corporation owned by “S-percent shareholders” (within the meaning of Section 382 of the Code) increases by
more than 50 percentage points over the lowest percentage of the stock of such corporation owned by such
“S.percent shareholders™ at anytime over the preceding three years. Under certain circumstances, sales or
dispositions ‘of our common stock by Chevron, or other stockholders could trigger an “ownership change”, and
we will have limited control over the timing of any such sales or dispositions of our common stock. Any such
future ownership change could result in limitations, pursuant to Section 382 of thé Code, on our utlhzatmn of
federal NOLSs to offset our future taxable income.

More specifically, depending on prevailing interest rates and our market value at the time of such future
ownership change, an ownership change under Section 382 of the Code would establish an annual limitation
which might prevent full utilization of the deferred tax assets attributable to our previously incurred federal
NOLs against the total future taxable income of a given year. The proposed Merger Agreement with the LS
Entities will increase the likelihood that previously incurred federal NOLs will become subject to the limitations .,
set forth in Section 382 of the Code. If such an ownership change were to occur, our and, subsequent to the
consummation of the Merger Agreement and related transactions (if consummated), New Dynegy s ability to
raise additional equity capital may be llmlled

The magnitude of such limitations and their effect on us and, subsequent to the consummation of the Merger
Agreement with the LS Entities and related transactions (if consummated), their effect on New Dynegy, is
difficult to assess and depends in part on our or New Dynegy’s.(as the case may be) value at the time of any such
ownership change and prevailing interest rates. For accounting purposes, at December 31, 2000, our net
operating loss defefred tax asset attributable to our prev10usly incurred federal NOLs was valued at
approximately $332 mitlion. . . .
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The paynient of dividends on our common stock is restricted and, moreover, subject to the discretion of our
Board of Directors.

The financing agreements under which certain of our subsidiaries are borrowers and we are guarantors
contain certain restrictions on the payment of dividends on our Class A common stock. Moreover, éven if
permitted under our financing agreements, dividend payments on our Class A common stock will be at the
discretion of our Board of Directors. We have not paid a dividend on any class of our common stock since 2002.

ot . ‘. .o [ ) . . . LI

We have s:gmficant debt that could negattvely impact our busmess, and our credtt ratings are less than

investment grade, s o

We are highly leveraged, and have pledged substantially all of our assets to secure our debt. We have total
debt of $3.3 billion at December 31, 2006. Our significant level of debt could:

» make it difficult to satisfy our financial obligations, including debt service requirements;

. hmlt our ability to ohtam addltlonal ﬁnancmg to operate our business;

* limitour. ﬁnancml flemblhty in planning for and reactmg to busmess and mdustry changes

*+ impact the evaluation of our creditworthiness by counterparties to commercial agreements and affect the
leve! of collateral we are required to post under such agreements;

» place us at a competitive disadvantage compared to less leveraged companies;

*+ increase our vulnerability to general adverse economic and industry conditions, including changes in
interest rates and volatility in commodity prices; and

* require us to dedicate a substantial portion of our cash flows to payments on our debt, thereBy reducing
the availability. of our cash flow for other purposes including our operations, capital expenditures and
future business opportunities. S A

P b
' ]

K- K ' L . . R ' . 1 [ " Lo
;- We may incur additional indebtedness as part of completing the Merger Agreement and related transactions
in the future, If new debt is added to our current debt levels, the related risks that we face could increase ,
significantly. ‘ “ - )

Our access (o the capttal markets may be limited. o " ' ' ‘

We are a hlghly leveraged company with near-term capltal needs we may also require addltlonal capltal
from time to time beyond the near-term. Unlike those companies in the power generation industry that are
“investment grade” and for which the capital markets are typically open, our access to the capital markets may be
limited. Moreover, the timing of any capital-raising transaction may be impacted by unforeseen events, such as
strategic growth opportunities, legal judgments or regulatory requirements, which could require us to pursue
additional capital in the near-term. Our ability to obtain capital and the costs of such capital are dependent on
- numerous factors, including:

« general economic and capital market conditions; oL Sy
¢ covenants in our existing debt and credit :z;greemems;

« credit availability from banks and other financial institutions;

* investor confidence in us and the regional wholesale power markets;

» our financial performance and the financial performance of our subsidiaries;

* ourlevels of indebtedﬁess;

* our requirements for posting collateral under various commercial agreements;
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* our maintenance of acceptable credit ratings; P ¥ :
* our cash flow:
* provisions of tax and securities laws that may impact raising capital; and

* our long-term business prospects.

We may not be successful in obtaining additional capital for these or other reasons. An inability to access
capital may limit our ability to pursue development prOJects plant improvements or acquisitions that we may rely
on for future growth and to comply with regulatory requirements and; as a result, may have a material adverse
effect on our financial condition, results of operations and cash flows, and on our ability to execute our business
strategy.

The interests of Chevron may conflict with your interests.

At December 31, 2006, Chevron owned approximately 19.4% of the voting power of Dynegy (assuming
conversion of all of the Class B common stock beneficially owned by Chevron), By virtue of such stock
ownership, Chevron has the power to influence our affairs and the outcome of matters requiréd to be submitted to
stockholders for approval.

Item 1B. Unresolved Staff Comments

.Not applicable.

Item 2. Properties | : : '

We have included descriptions of the location and géneral character of our principal physical operating
properties by segment in “Item 1. Business” beginning on page 1. Those descriptions are incorporated herein by
this reference. Substantially all of our assets, including the power generation facilities we own, are pledged as
collateral to secure the repayment of, and our other obligations under, the Fourth Amended and Restated Credit
Facility (first lien) and the 8.375% Senior Unsecured Notés due 2016 issued by DHI (second lien). Please read
Note 12—Debt beginning on page F-36 for further discussion. -

Our principal executive office located in Houston, Texas is held under a lease that expires in December
2017 as a result of an extension signed in 2006. We also lease additional offices or warehouses in the slates of
Callfomla Colorado, lilinois, Indiana, New York and Texas

L3

Item 3. Legal Proceedings

For a description of our material legal proceedings, please read Note l7—Commnmems and Commgenc:es
beginning on page F-47, which is incorporated herein by reference.

Item 4. Submission of Matters to a Vote of Security Holders

No matter was submitted to a vote of our security holders during the fourth quarter 2006.
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PART 1

Item 5. Market for Registrant’s Common Equity, Related Stockholder Matters and Issuer Purchases of Eqmty
Securu‘:es
Our Class A common stock no par value per share, is listed and traded on thc New York Stock Exchange '
under the ticker symbol “DYN". The number of stockholders of record of our Class A common stock as of
February 22, 2007, based upon records of registered holders maintained by our transfer agent, was 19,389.

Our Class B common stock; no par value per share, is neither listed nor traded on any exchange. All of the
shares of Class B common stock are owned by Chevron.

The following table sets forth the high and low closing sales prices for the Class A common stock for each
full quarterly period during the fiscal years ended December 31, 2006 and 2005 and during the elapsed portion of
our first fiscal quarter of 2007 pnor to the filing of this Form 10-K, as reported on the New York Stock Exchange
Composite Tape.

Summary of Dj;negy’s Common Stock Price ,
High Low

2007:
First Quarter (through February 22,2007) .........coviiiiiinniinnereen $8.08 $6.52
2006: ‘ . . : ‘
Fourth QUATtEr . . ...\ttt e eeae s inaaissiiiaserrnnes $7.24 $5.36
Third Quarter ............... T ke iieseeae et ii e 6.34 509
Second QUarter ... ........ . ..eiieiiiii i e - X v 4.68
‘ FirstQuarter, ..........c..ovvnnt, g 572, 472
2005: ' . ] .
FOUrth QUATLEr ...t te e e eeiieee v neae e anannaeesians e " %507 $4.15
Third Quarter .. ...... e e e e e 563 435
SecondQuarter ......... ...ttt A "5.10 323
CFIrstQuarter ... e 475 3.62

During the fiscal years ended December 31, 2006 and 2005, our Board of Dlrectors did not elect to pay a
common stock dividend: Please read “Item 7. Management’s Discussion and Analysis of Financial Condition and
Results of Operations—Liquidity and Capital Resources—Dividends on Common Stock” on page 52 for further
discussion of our dividend policy and the impact of dividend restrictions contained in our financing agreements.
Any decision to pay a dividend will be at the discretion of the Board of Directors, and subject to the terms of our
then-outstanding indebtedness, but we do not expect to pay a common stock dividend in the forcseeable future.
We have not paid a dividend on any class of our common stock since 2002. Please read Note 19-—Capital
Stock—Common Stock beginning on page F-55 for further discussion.

Shareholder Agreement

- A shareholder agreement that we entered into with Chevron in 2003, as amended on May 26, 2006, grants
Chevron preemptive rights to acquire shares of our common stock in proportion to its then-existing interest in our
equity value whenever we issue any equity securities, including securities issued pursuant to employee benefit
plans. Chevron agreed to waive its preemptive rights with respect to the equity securities we issued in connection
with the Series B Exchange and our August 2003 refinancing and up to $250 million in equity securities we may
issue in one or more future underwritten offerings.

In addition, Chevron and its affiliates:may acquire up to 40% of the total combined voting power of our
outstanding voting securities without restriction in the shareholder agreement. Shares of Class B common stock
issued to Chevron upon the mandatory conversion of Chévron’s Class C convertible preferred stock are not
counted when calculating this 40% threshold. We have agreed not to take any action that would cause Chevron’s
ownership to exceed this 40% threshold.. :
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If Chevron or its affiliates wish to acquire more than 40% of the total combined voting power of our
outstanding voting securities, the shareholder agreement requires Chevron to make an offer to acquire all of our
outstanding voting securities for cash or freely tradable securities listed on a national securities exchange. Any
offer by Chevron or its affiliates for all of our outstandmg voting securmes would be subject to the auction
procedures outlined in the agreement

¥

Chevron's ownership of our Class B common stock entitles it to designate up to three members of our Board
of Directors. The shareholder agreement prohibits Chevron from selling or transfemng shares of Class B -.
common stock except in the following transactions:

* a widely-dispersed public offering; / ‘ ’

» an unsolicited sale to a third party, provided that we or our designee are given the opportunity to
purchase the shares proposed to be sold; or

= asolicited sale to an acceptable third party, provided that if we advise Chevron that the sale to a third
party is not acceptable, we must purchase all of the offered shares for cash at a purchase price equal to
105% of the third party offer.

Upon the sale or transfer to any person other than an affiliate of Chevron, the shares of Class B common
stock automatically convert into shares of Class A common stock.

The shareholder agreement further provides that we may require Chevron and its affiliates to sell all of the
shares of Class B common stock under specified circumstances. These rights are triggered if Chevron or its
Board designees block—which they are entitled to do under our Bylaws—any of the following transactions two
times in any 24-month period or three times over any period of time:

= the issuance of new shares of stock where the aggregate consideration to be received exceeds the greater
of $1 billion or one-quarter of our total market capitalization;

* any merger, consolidation, joint venture, liquidation, dissolution, bankruptcy, acquisition of stock or
assets, or.issuance of cominon or preferred stock, any of which would result in payment or receipt of
consideration having a fair market value excecdmg the greater of $1 billion or one-quarter of our total .

' market capitalization; or. . '

*  any other matenal tranisaction or series of related transactions which would result in the payment or
receipt of consrderauon havmg a fair markel value exceeding the greater of $1 brllron or one-quarter of
our total market capltalrzauon

f . . . J

However, upon occurrence of one of these triggering events and in lieu of selling Class B common stock,
Chevron may elect to retain the shares of Class B common stock but forfeit its right and the right of its Board
designees to block the subject transaction. A block consists of a vote against a proposed transaction by either
(a) all of Chevron’s representatives on our Board of Directors present at the meeting where the vote is taken (if
the transaction would ‘otherwise be approved by our Board of Directors) or (b) any of the Class B common stock
held by Chevron and its affiliates if the transaction otherwise would be approved by at least two-thirds of all
other shares entitled to vote on the transaction, excluding shares held by our management, directors or
subsidiaries. - S .

The ‘shareholder agreement also prohibits us from taking the following actions:
¢+ issuing any shares of Class B common stock to .any person'_other than Chevron and its affiliates;

* adopting a shareholder rights plan, “poison pill”” or similar device that prevents Chevron from exercising
its rights to acquire shares of common stock or from disposing of its shares when required by us; and
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 acquiring, owning or operating a nuclear power facility, other than being a passive investor in a
publicly-traded company that owns a nuclear facility.

Generally, the provisions of the sharcholder agreement terminate on the date Chevron and its affiliates cease -
to own shares representing at least 15% of our outstanding voting power. At such time, all of the shares of Class
B common stock held by Chevron would convert to shares of Class A common stock.

Chevron has agreed to vote 1ts shares of Class B common stock in favor of the Merger Agreement and the
merger with the LS Entities. As 4 result of the transaction, all of Chevron s Class B common stock will be
converted into shares of Class A common stock of New Dynegy.

Registration Rights Agreement
" " We have entered into a registration rights agreement with Chevron that Qranm'Chevron certain registration

rights with respect to its shares of our Class B common stock in the event the proposed ‘Merger Agreement with
the LS Entities is not consummated. Under the agreement we would be required to prepare and file with the
SEC, and use our best efforts to cause to be declared effective, a shelf registration statement covering the resale
of the shares of Class B common stock held by Chevron. If the Merger Agreement is not,consummated, Chevron
could also require us to effect up.to two underwritten offerings during the period ending on December 31, 2007,
and up to two additional underwritten offerings per calendar year thereafter. New Dynegy has also entered into a
registration rights agreement with Chevron, under which New Dynegy will have similar obligations with respect
to the resale of the shares of Class A common stock of New Dynegy which.Chevron will own if the proposed
Merger Agreement with the LS Entities is consummated.
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Shareholder Return Performance Presentation .

The performance graph shown on the following page was i)rcpared by Research Data Grddp, Inc., using data
from the Research Data Group’s database. As required by applicable rules of the SEC, the graph was prepared
based upon the following assumptions: ‘ .

1. $100 was invested in'Dynegy Class A common stock, the S&P 500, the 2006 Peer Group {as
defined below) and the 2005 Peer Group (as defined below) on December 31, 2001,

2. The returns of each component company in the 2006 Peer Group and the 2005 Peer Group are
weighed based on the market capltallzauon of such company at the begmnmg of the measurement
period.

3. Dividends are reinvested on the ex-dividend dates.

Our peer group for the fiscal year ended December 31, 2006, which we refer to as the “2006 Peer Group,” is
comprised of AES Corporation; Mirant Corporation; NRG Energy, Inc.; and Reliant Energy, Inc. Our peer group
for the fiscal year ended December 31, 2005, which we refer to as the “2005 Peer Group,” is comprised of AES
Corporation; Calpine Corporation; Duke Energy Corporation; El Paso Corporation; NRG Energy, Inc.; and
Reliant Energy, Inc. . (

For our 2006 Peer Group, we eliminated Calpine Corporation, Duke Energy Corporation and El Paso
Corporation. We effected this change in an attempt to better refléct our current industry peers based on the
comparability of each company’s size, asset profile and business focus and strategy. While our 2006 business' -
operations were focused primarily on power generation, our 2005 Peer Group included companies that competed
with us in more than one line of business, namely power generahon and/or natural gas liquids.

COMPARISON OF 5 YEAR CUMULATIVE TOTAL RETURN*

Among Dynegy Inc., The S & P 500 Index,
The 2005 Peer Group And The 2006 Peer Group

$160
$140 -

$420

$80
$60 1
$40 -

$20

$0 : . .
12/01 12/02 12/03 12/04 12/05 12/06

—— Dynegy Inc. - -S&P500

-+« - 2005 Peer Group —B— 2006 Peer Group
* $100 invested on 12/31/0] in stock or index, including reinvestment of dividends. Fiscal year ending December 31, :
12701 12402 1203 1204 1205  12/06

Dynmegy Inc. . ..o s 100.00 468 1698  18.33 19.20 2872
S P S0 L e 100,00 7790 10024 111.15 11661 13503
2005 PeerGroup . .. ... e e 10000 3212 4343 5875 6339 8248

2006 Peer GIOUP . .. u vttt e e e 100.00  18.79 50.86 80.21 87.54 117.72




The stock price perforrnance included i in this graph is not necessarily indicative of future stock price
performance. "

The above stock price performance comparison and related discussion is rot to be deemed incorporated by’
reference by any genem[ statement incorporating by reference this Form 10-K into any fi filing under the
Securities Act of 1933 or under the Securities Exchange Act of 1934, or otherwise, except to the extent that we
specifically incorporate this stock price performance comparison and related discussion by reference, and is not
otherwrse deemed “filed” under the Acts.

Item 6. Selected Financial Data

The selected financial information presented below was derived from, and is quatified by reference to, our
Consolidated Financial Statements, including the notes thereto, contained elsewhere herein. The sélected
financial information should be read in conjunction with the Consolidated Financial Statements and’ related noles
and Management’s Discussion and Analysis of Financial Condition and Results of Operatlons

Dynegy’s Selected Financial Data

' ' T T Year Ended December 31, ]
v e " 2006 2005 2004 2003 2002
(in millions, except per share data)

Statement of Operatlons Data (1)

Revenues ...... ... ..cooiiiiiniiiiannn L e $2017 $2313 $2451 $2,599 $ 2,109

Depreciation and amortization expense . . . . . . e (230)  (220) ° (235) (373)  (378)
Goodwill impairment . .. ........ .o — S — G11) (814
Impairment and other charges ... ............ A SR C(155) (@6) < (18)' (225  (176)
General and administrative expenses ....... e (196) '(468) (330) (315) -(297)
Operating income (loss) ...... D . 52 (838) (100) (769) (1,146)
Interest expense and debt conversion expense D C(631)  (389)  (453) (503) (241)
Income tax benefit ........................ PP 168 395 172 ' 296 337

Net loss from continuing operations .. ......... AT LhLso 0 (358)  (804)  (180)  (813) (1,21M)
Income (loss) from discontinued operatlons 3) ... - 24 899 165 - 81 (L,136)
Cumnulative effect of change in accounting principles ......... ) 1 B — 40 (234
Net income {IoSS) . ... v ooee it e '$ (333) 8 90 % (15) $ (692) $(2.587)
Net i mcome {loss) apphcable to common stockholders (4) ..... " '(342) 68 - (3D 321 297
Basic earnings (loss) per share from continuing operations ..... © O (0.80) $(2:13) $(0.53)°'$ 0.53 § (4.23)
Basic net income (loss) per share ..................-.....0 (07577 018 (0.10) 086 (7.97)
Diluted earnings (loss) per share from continuing operations ... $ (0.80) $(2.13) $(0.53) §$ 050 $ (4.23)
Diluted net income (loss) pershare . ............... ... (0.7%9) 018  (0.10) 078 (7.97)
Shares outstanding for basic EPS calculation ................ 459 387 378 374 366

Shares ocutstanding for diluted EPS calculation ............... 509 513 504 423 370

Cash dividends per common share ........................ $ — $— 8 — 8§ — $ 015

Cash Flow Data: ‘ ' ‘

Net cash provided by (used in) operating activities ........... $ 9 % 30§ 5 % 876 $ (25
Net cash provided by (used in) investing activities .. .......... 358 1,824 262 (266) 677

Net cash used in financing activities .. .............. ... ..., (1,342)  (873) (115 (900) (44)
Cash dividends or distributions to partners,net .............. (I (22) (22) — (35)
Capital expenditures, acquisitions and investments ........... 163y (315 (314) (338) (981)
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December 31,
2006 2005 2004 2003 002
(in millions)

Balance Sheet Data (2): . ) . \

Current assets ........... oo . $2,082 § 3706 $2,728 §$ 3,074 $ 7574
Current liabilities ............ e e e . 1,259 ' 2,116 1,802 2,450 6,748
Property and equipment,net........................ oo 4951 5,323 6,130 8178. 8458
Total @SSELS ..o oot e e e 7,630 10,126 9,843 12,801 20,020
Long-term debt {(excluding current portion) ............... 3,190 4,228 47332 5,893 5,454
Notes payable and current portion of long-termdebt ........ 68 1 34 331 861
Serial preferred securities of asubsidiary ................. —_ — _— 11 "1
Subordinated debentures .............. ... ..., e — — — —_ 200
Series B Preferred Stock (5) oo vvvnn. .. e — - = = 1,212
Series C convertible preferred stock .......... ... ... ... - . 400 400 400 -

Mmonty Tt I J— — 106 121, 146
Capital leases not already included in long-tcrm debt ........ 6 — — — 15
Total equity ............ e e 2,267 2,140 1,956 1,975 2,256
(1) The Sithe Energies (February 1, 2005) and Northern Natural (February !, 2002) acquisitions were accounted

(2)

(3

(4)
(&)

for in accordance with the purchase method of accounting and the results of operations attributable to the
acquired businesses are included in our financial statements and operating statistics beginning on the
acquisitions’ effective date for accounting purposes.

The Sithe Energies and Northern Natural acquisitions were each accounted for under the purchase method
of accounting. Accordingly, the purchase price was allocated to the assets acquired and liabilitics assumed
based on their estimated fair values as of the effective dates of each transaction. See note (1) above for
respective effective dates. '

Discontinued operations include the results of operations from the following businesses:

» Northern Natural (sold third quarter 2002);

» UK. Storage—Hornsea facility (sold fourth quarter 2002) and Rough facﬂlty (sold fourth quarter 2002);

., * DGC (portions sold in fourth quarter 2002 and first and second quarters 2003);

+  Global Liquids (sold fourth quarter 2002); ‘ .

¢ U.K. CRM (substantially liquidated in first quarter 2003); and

¢ DMSLP (sold fourth quarter 2005).

In August 2003, we consummated a restructunng of our Series B: Preferred Stock in Wthh we recogmzed an
approximate $1 billion gain on the restructuring.

“The 2002 amount equals $1.5 billion in proceeds related to outstanding Series B Preferred Stock less a $660

million implied dividend recognized in connection with a beneficial conversion option plus $372 million in
accretion of the implied dividend through December 31, 2002.

:
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Item 7. Management’s Discussion and Analysis of Financial Condition and Results of Operations

The following discussion should be read together with the audited consolidated financial statements and the
notes thereto included in this report. - w

OVERVIEW

We are a holding company and conduct substantially all of our busmess operauons through our subsidiaries.
Qur current business operations are focused primarily on the power generation sector of the energy industry. We'
report the results of our power generation business as three separate segments in our consolidated financial
statements: (1) the Midwest segment (GEN-MW); (2) the Northeast segment (GEN-NE); and (3) the South
segment (GEN-SO). We also separately report the results of our CRM business, which primarily consists of the
Kendall power tolling arrangement (excluding the Sithe toll which is now in our GEN-NE segment and is an
intercompany agreement) as well as our legacy natural gas, power and emission trading positions. Because of the
diversity among their respective operations, we report the results of each business as a separate scgment in our.

_consolidated financial statements. Our consolidated financial results also reflect corporate-level expenses such as

general and administrative and interest. As described below, our NGL business, which was conducted through
DMSLP and its subsidiaries, was sold to Targa on October 31, 2005. Additionally, as described below, our
former REG business, which was conducted through Tllinois Power and its subsidiaries, was sold to Ameren
Corporatmn on Seplcmber 30, 2004.

The following is a brief discussion of each of our power generation segments, including a list'of key factors
that have affected, and are expected to continue to affect, their respective earnings and cash flows. We also
present a brief discussion of our CRM business, our corporate-level expenses and our discontinued businesses.
This “Overview” section concludes with a discussion of our 2006 company highlights, our key objectives and our
ongoing strategic outlook. Please note that this “Overview” section is merely a summary and should be read
together with the remainder of this Item 7. Management’s Discussion and Analysis of Financial Condition and
Results of Operations, as well as our audited consolidated financial statements, including the notes thereto, and
the other information included in this report. . I ) '

Business Discussion
Power Generation Business .

We generate eamings and cash flows in the three segments within our power generation business through
sales of electric energy, capacity and ancillary services. Primary factors affecting our earnings and cash flows in
the power generation business are the prices for power, natural gas and coal, which in turn are largely driven by
supply and demand. As further discussed below, demand for power can vary regionally due to weather and
general economic conditions, among other things. Power supplies similarly vary by region and are impacted
significantly by available generating capacity, transmlssmn capacity and federal and state regulation. We are also
impacted by the relationship between prices for power and hatural gas and prices for power and fuel oil,
commonly referred to as the “spark spread”, which impacts the margin we earn on the ¢lectricity we generate.
We believe that our significant coal-fired generating facilities partially mitigate our sensitivity to changes in the
spark spread, in that our delivered cost of coal, particularly in the Midwest region, is relatively stable and
positions us for potential increases in earnings and cash flows in an envnronmem where both power and natural
gas prices increase. : .

Other factors that have affected, and are expected to continue to impact, earnings and cash flows for this
business include: ‘ . .

* our ability to control capital expenditures, which primarily are limited to maintenance, safety, *
environmental and reliability projects, and to control other costs through disciplined management;
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*  our ability to optimize our assets by maintaining a high in-market availability, réliable run-time and
safe, efficient operations;

*+ the cost of compliance with existing and future environmental requirements that are likely to be more -
stringent and more comprehensive; and

* the evaluation of our generation portfolio for rationalization of noa-strategic assets.

Please read Item 1A. Risk Factors beginning on page 22 for addmonal factors that could affect our future
operating results, ﬁnancnal condition and cash flows. :

In addition to these overarching factors, other factors have influenced, and are expected to continue to
influence, earnings and cash'flows for our three reportable segments within the power generation business.

Power Generation—Midwest Segment. Qur assets in the Midwest include a coal-fired fleet and a natural
gas-fired fleet. Although the primary factor affecting earnings and cash flows in GEN-MW, especially for the
coal-fired fleet, is the market price of power, the fol]owmg specific factors also affect or could affect the
performance of this reportablé segment: - ; .

«  Our ability to maintain sufficient coal inventories, which is dependant upon the continued performance
of the railroads for deliveries of coal in a consistent and timely manner, impacts our ability to serve the
critical winter and summer on-peak loads;

*  Any pursuit of the state of lllinois of legislation for a limitation of CO, emissions that is more stringent
than federal guidelines could impose additional costs on our facilities; . .

+  Political, legislative, _|ud1c131 dnd/or régulatory actions over the next several months that could alter the
Illmms auction results subslanually.

*- A significant amount of cash will be utilized for capital expenditures required to comply with the
Midwest consent decree for the next few years; and

Earnings and cash flows are primarily weather driven for our natural gas-fired fleet. A warm summer or
cotd winter increases demand for electricity, which in turn can increase run time of our peaking units
and the demand for capacity and energy from these units.

Power Generation—-Northeast Segment. Our assets in the Northeast include natural gas, fuel oil and coal-
fired facilities. The following specific factors also impact or could impact the performance of this reportable
segment:

*  Our ability to maintain sufficient coal and fuel oil inventories, including the continued deliveries of coat
v in a consistent and umely manner, impacts our ability to serve the critical winter and summer on-peak

load; - : C e

- State-driven programs almed at capping mercury and carbon dioxide emissions that are more smngent
than federal guidelines could impose addmonal costs on our facilities; and

. The outcome of adrmmstratwe proceedmgs and litigation specific to water intake issues could
materially impact operating costs at two of our New York facilities.

i Power Generation—South Ségment. As-sets,in our South segment are all natural gas-fired facilities. Our
ERCOT facility is a baseload facility, and our other wholly-owned assets in the segment are peaking units. The
following specific factors also impact or could impact the performance of this reportable segment:

»  For the peaking units, earnings-and cash flows are primarily weather driven. A’ warm summer or cold
winter increases the demand for electricity, which in turn can increase the run time of our peaking
plants;

[ . : [}

*  Our ability to enter into capacity agreements for ¢ur peaking units could impact future results;
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* Wholesale market design changes in ERCOT could impact our ability to sell the remainder of the
energy and ancillary products of the CoGen Lyondell facility into the bilaterai ERCOT markets or the
daily ERCOT market, and

*  Our agreement dated January 31, 2007, to sell our interest in the Calcasieu power generétion' facility to
‘ Entergy. Subject to regulatory approval the transaction is expécted to close in early 2008,

Customer Risk Management

Our CRM segment is comprised largely of the Kendall power tolling arrangement (excluding the Sithe toll
which is now in our GEN-NE segment and is an intercompany agreement). We have agreed to acquire the
Kendall facility from the LS Entities, and upon the closing of that acquisition the Kendall tolling arrangement
will become an intercompany obligation uder our GEN-MW segment. As a result the’accounting impact of the
toll would be &liminated in our consolidated results. In‘addition, our CRM segment includes remalmng natural
gas, power and emission tradmg positions. We are actively pursuing opportunities to tem’lmate asmgn or -’
renegotiate the terms of our remaining obligations under these agreements when c1rcumstanccs are economlcally
advantageous to us. .

Regarding our legacy natural gas, power and emission trading positions, we have substantially reduced the
size of our mark-to-market portfolio since October2002, when we initialed our efforts to exit the CRM business. .
Our remaining natutal gas-transactions still require us to purchase natural gas for out customers; however, those
cash requirements are partially offset by the proceeds received from financial contracts hedging a significant
portion of the supply. Therefore, the profit and loss impacts of price movements are mitigated by these offsetting
financial positions. All that remains of our power trading business, exclusive of our power tolling arrangement, is
a minimal number of positions that will remain until 2010, Finally, we have a forward obligation to deliver SO,
emissions allowances through 2008. Our financial statements reflect the gain or loss on this obligation resulting *
fromr-the price fluctuation in SO, emissions allowances. This obligation will be satisfied by our current inventory
of physical SO, emissions allowances, and such inventory is valued at the lower of cost or market, in accordance
with GAAP. Upon settlement of the forward obligation, we will recognize a gain to the extent that the delivery
price is higher than the book value of .our inventory. Upon delivery of the emissions allowances, we expect a
positive cash flow as the third party makes payment for the emissions allowances. The inventory of emissions,
allowances that we useto fulfill our forward obligation is separate from the inventory and needs of our power
generation business. . | : :

.-

Other

Other and Eliminations also includes corporate- -level expenses such as general and admlmstratwe and
mterest Slgmﬁcam 1tems lmpactmg future ¢ earmngs and cash ﬂows include: - - * )

* interest expense, which reflects debt with a welghted average rate of apprommately 8%, and W1II K
continue to reflect our non-investment grade credit ratings;

+-  general and administrative costs (G&A), with respect to which we have implemented a number of
initiatives that have yielded savings, and which will be impacted by, among other things, (i) any future
corporate-l¢vel litigation reserves,or settlements; (ii) potential funding requirements under our pension
plans;-and (iii) increased G& A associated with additional resources required for the management and
administration of assets acquired through the planned merger with the LS Entities; and ,

+ income taxes, which will be impacted by our ability to reahze our sngmﬁcant deferred tax assets,
including loss carryforwards ' . :

. - v [

Discontinued Businesses

Natural Gas Liquids. Our natural gas liquids business, which we sold to Targa in October 2005; was
comprised of our natural gas gathering and processing assets and integrated downstream assets used to .
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fractionate, store, terminal, transport, distribute and market natural gas liquids: NGL’s results are reflected in
Discontinued Operations in our consolidated statements of operations.

Regulated Energy Delivery. Our regulated energy delivery business was comprised of our Illinois Power
subsidiary prior to its sale to Ameren in September 2004, REG’s results are reflected in Continuing operations in
our consolidated statements of operations due to our significant continuing involvement with Ameren through
power sales agreements. '

Important Events . C ¥ : ‘

Pending LS Power Combination. On September 14, 2006, we entered into the Merger Agreement with the
LS Entmes part of the LS Power Group, a privately held power plant investor, developer and manager, to
combine a portion of the LS Entities’ opcratmg generation portfolio with our generation assets, and for us to,
acquire a 50 percent ownership interest in a development company that is currently controlled by the LS Entities.
The combined company (*New Dynegy™) will have nearly 20,000 MW of generating capacity. Upon completion
of the Merger Agreement, which is subject to the affirmative vote of the holders of at least two-thirds of our
Class A common stock and the satisfaction of other conditions, the combined company will own 29 operating
power plants in 13 states (excludes the 351 MW Calcasicu generating facility, which we have agreed to sell to
Entergy) employing a balanced mix of fuel sources with baseload, intermediate, and peaking dispatch
capabilities, enhanced cash flow-generating opportunities, and significant scale and scope in three key
geographic regions. The expanded portfolio will also include a controlling interest in the Plum Point facility, a
665 MW coal-fired plant currently under construction in Arkansas. Additionally, the development joint venture .
(referred 10 herein as the development company) will provide us with a 50 percent ownership interest in an
established growth vehicle. The LS Entities’ current development activities include nine projects totaling more
than 7,600 MW in various stages of development and approximately 2,300 MW of repowering and/or expansion
opportunities. ‘

Under the terms of the Merger Agreement, at closing the LS Entities will receive 340 million shares of New
Dynegy’s Class B common stock, $100 million in cash and $275 million aggregate principal amount of notes to
be issued by New Dynegy. New Dynegy will also assume approximately $1.9 billion in net debt (debt less
restricted cash and investments) from the LS Entities. Please read Note 3—Business Combinations and .
Acquisitions—LS Power on page F-17 for further discussion of the terms of the Merger Agreement as well as the
proxy statement/prospectus of Dynegy Acquisition, Inc. filed with the SEC on February 13, 2007.

Hlinois Resource Procurement Auction. As a result of the Illinois resource procurement auctiqh, in
September 2006, DPM entered into two SFCs with subsidiaries of Ameren Corporation (the “Ameren Illinois
Utilities”) to provide the Ameren Illinois Utilities with capacity, energy and related services. - '

Both of the SFCs-are for services required by the Ameren Illinois Utilities to serve their residential and
commercial electric customers starting January 1, 2007. The products to be provided by DPM under-both SFCs
include electric energy and certain ancillary and other services necessary to serve a full-requirements load. The
first SFC extends through May 31, 2008 and is for 24 tranches of up'to 50 MW per tranche. This amount
translates to approximately 22.43% of the total Ameren Illinois Utilities’ relevant customers’ load during each
hour of the contract period. The pricing for the first SFC is $64.77 per MW. The second SFC extends through
May 31, 2009 and is for four tranchés of up to 50 MW per tranche. This amount translates to approximately
3.74% of the total Ameren Illinois Utilities’ relevant customers’ load during each hour of the contract period.
The pricing for the second SFC is $64.75 per MW. There is a possibility of political, legislative, judicial and/or
regulatory actions over the next several months that could substantially affect the ability of the Ameren Illinois
Utilities to honor their contractual commitments under the SFCs. We cannot predict the outcome of the ongoing
actions, but an adverse result could negatively impact our financial position, results of operations and cash flows.
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Liability Management. We initiated several transactions to reduce debt and other obligations as well as
enhance our capital structure during 2006 and accomplished the following:. - . . C

. Amended and Restated Credit Facmly

March 2006—we entered into a lhll‘d amended and restated credit agreement.

April 2006—we completed a tender offer and consent sollcnalmn in which we purchased $151 rnllhon
of our $225 million outstanding Second Priority Senior Secured Floating Rate Notes due 2008 (the
2008 Notes™), subsiantially all of our $625 million 9.875% Second Pricrity Senior Secured Notes due
2010 and all $900 million of our 10.125% Second Priority Senior Secured Notes due 2013,

April 2006—we issued $750 million aggregate principal amount of our 8.375% Senior Unsecured Notes
due 2016 in a private offering. :

April 2006—we entered into a fourlh amended and restated credit agrecmem

May 2006—we completed an offer to convert atl $225 million of our oulstandmg 4, 75% Convertible
Subordinated Debentures due 2023 into shares of our Class A common stock and cash.

May 2006—we completed a public offering of 40.25 million shares of our Class A comman stock,
including 5.25 miltion shares purchased pursuant (o an underwmcrs ovcr—.lllolmem option, for
proceeds of $23 mllhon

May 2006—we redeemed from Chevron all 8 million shares of our outsiandmg Series C convemble
preferred stock for a cash purchase price of $400 million.

May 2006—we entered into a $150 million Term Loan structured as a new lranche under the kounh

July 2006—we redeemed all $74 million of our remaining 2008 Notes.

July 2006—we issued $297 million additional principal amount of our 8,375% Senior Unsecured Notes
due 2016' in exchange for all $419 million of outstanding Independence subordinated debt.

November 2006-—we repaid the $150 million Term Loan with proceeds.from the sale of the
Rockingham facility. . ‘

Please read Note 12—Debt beginning on page F-36 for further discussion.

Other In"addition ib these events, we also accomplished the following:

4

Key Objectives

’

March 2006—we compleled the lcrmmanon of the Sterlington long-term wholesale power-lollmg

_contract with Quachita Power LLC with a cash payment of approximately $370 million.

March 2006—we completed our acquisition of NRG’s 50% ownership interest in the entity that owis
the Rocky Road power plant, a 330-megawatt natural gas-fired peaking facility near Chicago (of which
Dynegy already owned 509). In addition, we completed the sale to NRG of our 50% ownership interest
in a joint venture between us and NRG that has ownership in power plants in southern California. As a
result of these two transactlons we recéived net cash proceeds of approxrmalcly 3165 mllhon from
NRG. * 4

November 2006——-—we completed the sale of our, Rockmgham peaking facrhty to Duke Power for $194
million, . o o . : .

First and foremost, we are focused on closing the Merger Agreement and related transactions with the LS
Entities and integrating the.iwo portfolios. If the transaction is consummated, we intend to use the combined
company’s power generation facility base and development portfolio as a platform for future growth and to take
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advantage of market opportunities, including commodity price volatility and expected regional market
recoveries, to enhance our financial performance. We believe the combined company will be positioned to
participate in further industry consolidation opportunities and to capitalize on expected regional power market
recoveries designed to improve the predictability and quality of our cash flows.

Our commercml objectives are focused on three elements:
« Employing a business model and capltal structure appropriate for a commodlty cyclical business;

*  Maintaining a diverse porlfollo of assets cansisting of both low-cost plants and those that can provide
reliability and other services to the markets both during peak-demand penods and as overall regional
electric demand increases over time; and

»  Ensuring that all of our power generation facilities are ready to produce electricity when market demand
and, therefore, market price, is highest. .

More specifically, our business strategy includes the following:

Employ a Commodity Cyclical Business Model. We intend to optimize our assets by selling electricity and
capacity into the spot and term markets when pricing is most attractive. This objective is best achieved through a
diverse portfolio of assets commercialized through a combination of spot market sales and term contracts. While
we do not have a prescribed allocation of volumes between spot and term market sales, we.generally intend to
rely on our low-cost coal facilities and term contractual sales arrangements to provide a base level of cash flow,
while preserving financial exposure to market prices. We believe this strategy will allow us to benefit from both
short-term and long-term market price increases. Consequently, our financidl results will be sensitive to, and
generally correlated with, commodity prices {especially natural gas prices, regional power prices and the
“spread”’ between them).

We intend to maintain certain longer-term sales arrangements while retaining an ability to participate in
near-term markets through both physical transactions and financial hedges, thereby creating a more stable
portfolio that, while dependent on cyclical commodity markets, is also positioned to capture higher energy
margins and improved capacity pricing.

Establish an Appropriate Capital Structure. We believe that the power industry is a commodity cyclical
business with significant commodity price volatility and a considerable capital investment requirement. Thus,
maximizing economic returns in this market environment requires a capital structure that can withstand power
price volatility as well as a commercial Strategy that captures the value associated with both short-term and long-
term price trends. We intend to maintain a capital structure that is suitable for our commercial strategy and the
commodity cyclical market in which we operate. Maintaining appropriate debt levels, maturities, and overall
liquidity are key elements of this capital structure. , :

Consistent with these objectives, we are exploring a number of options to ensure an appropriate capital
structure, Considerations include modifying the existing DHI bank debt arrangements, including increasing
DHI's revolving credit facility, and increasing the capacity of existing letter of credit facilities to support future
liquidity and collateral needs. As a result of our review and discussions with potential lenders, we may elect to
pursue alternative capital structures, including holding our Sithe and LS entity assets under DHI, to be
implemented in connection with the Merger Agreement with the LS Entities,

Such alternative capital structures, if they are implemented, could affect our earnings and cash flows in 2007
and beyond.

Focus on Operational Excellence. We focus on improving our historically strong operating track record to
achieve increased plant availability, higher dispatch and capacity factors, and improved cost controls. By
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managing fuelcosts, minimizing plant outages and reducing corporate overhead, we aim to improve our ability to
effectively capture revenue opportunities in the market place. Moreover, we commit to operating our facilities in
a safe, reliable and environmentally compliant manner.

Tightly Manage Costs and Expenditures. We manage costs and capital expenditures effectively. Likewise,
our power generation fac1lmcs arc managed to require a relatively predictable level of maintenance capital
expenditures without compromising operational integrity. We believe these ongoing efforts should allow us to
maintain focus on being a reliable, low-cost producer of power.

Position for Regional Market Recovery. We operale a balanced portfolio of generation assets that is
diversified in terms of geography, fuel type and dispatch profile. As a result, we believe our substantial coal-
fired, baseload fleet should continue to benefit from the impact of higher natural gas prices on power prices in the
Midwest and Northeasl a]lowmg it to capture greater margins. It is dnticipated that, following the consummation
of the Merger Agreement with the LS Entities, the combined cycle units should provide meaningfut cash flows
and should beneﬁt from improved margins as demand increases in the Westem and Northeast markets.

Please read Item 1 A. RlSk Factors beginning on page 22 for addmonal factors that could impact our future
operating results, ﬁnancnal condition and cash flows

Wt »

LIQUIDITY AND CAPITAL RESOURCES

T . 0 ! 1

Overview .
Our liquidity and capital requirements are primarily a function of our debt maturities and debt service
requirements, collateral requirements, fixed capacity payments and contractual obligations, capital expenditures

‘and working capital needs. Examples of working capital needs include prepayments or cash collateral associated

with purchases of commodities, particularly natural gas, coal and fuel oil, facility maintenance costs and other
costs such as payroll. Qur liquidity and capital resources are primarily derived from cash flows from operations,
cash on hand, borrowings under our financing agreements, proceeds from asset sales and proceeds from capital
market transactions. '

Debt Obligations .

During 2006, we continued our efforts to enhance our capital structure flexibility, reduce our outstanding
debt and extend our maturity profile. Repayments of long-term debt totaled $1,930 million for the year ended
December 31, 2006 and consisted of the following payments:

* 3900 million in aggregate principal amount on our 10.125% Second Pnonly Senior Secured Notes due
2013; - ‘

+ 5614 mllhon in aggregate principal amount on our 9.875% Second Pnonly Senior Secured Notes due
2010;

*  $225 million in aggregate principal amount on our 2008 Notes;
*  $150 million in aggregate principal amount on our Term Loan due 2012;
»  $23 million in aggregate principal amount on our 7.:45% Senior l\llotes due 2006; and

» 518 million in aggregate principal amount on our 8.50% secured bonds due 2007.

In addition to the above repayments, we redeemed all of the outstanding shares of our Series C Preferred for
$400 million and we completed an offer to convert all $225 million of cur outstanding 4.75% Convertible
Subordinated Debentures due 2023 into shares of our Cldass A common stock and cash. Further, we issued $297
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million principal amount of additional 8.375% Senior Unsecured Notes due 2016 in exchange for all $419
million of outstanding Independence subordinated debt.

These repayments were partially offset by $1,071 million of proceeds from the following sources, net of
approximately $29 million of debt issuance costs:

+  $750 million aggregate principal amount from a private offering of our 8.375% Senior Unsecured Notes
due 2016; '

e $200 million letter of credit facility due 2012; and
*  $150 million term loan due 2012.

Following these transactions, our debt maturity profile as of December 31, 2006 includes $68 million in
2007, $44 million in 2008, $57 million in 2009, $73 million in 2010, $561 million in 2011 and approximately
$2,455 million thereafter. Maturities for 2007 represent principal payments on the Independence Senior Notes
and our 7.45% DHI Senior Notes included in Notes payable and current portion of long-term debt on our
consolidated balance sheets. Scheduled maturities of debt expected to be acquired in the Merger Agreement with
the LS Entities are: $14 million in 2007, $14 miillion in 2008, $164 million in 2009, $16 million in 2010, $18
million in 2011 and approximately $2,077 million thereafter. Please read Note 3—Business Combinations and
Acquisitions—LS Power beginning on page F-17 for further discussion.

Summarized Debt and Other Oblfgatihns. The following table depicts our consolidated third party debt
obligations, including the principal-like maturities associated with the DNE leveraged lease, and the extent to

which they are secured as of December 31, 2006 and 2005: '
December 31,  December 31,
: 2006 ' - 2005 ’
{in millions)
First Secured Obligations ‘
Dynegy Holdings Inc. .................coiiiian, $ 200 $ —
SitheEnergies (1) ........ .ot in i, 448 " 885
Total First Secured Obligations ..................... 648 885
Second Secured Obligations ......................c000 11 1,750
Unsecured Obligations .. ............. ..ot 3,375 2,571
CSubtotal L. 4,034 5,206
. Preferred Obligations .............. e L == 400
Total Obligations . .......c.ouiiuirriiniraaeinnennn, $4,034 - $5,606
Less: DNE Lease Financing (2) .. ... iiivii i, (801) (785)
Less: Preferred Obligations . ............coiiivvnvenernn- — (400)
L0 131 T-) o T O 25 , (122)
Total Notes Payable and Long-term Debt (4) .............. $3258  $4,299

(1) Please read Note 3—Business Combinations and Acquisitions—Sithe Energies beginning‘on page F-18 for
further discussion. . :

(2) Represents present value of future lease payments discounted at 10%.

(3) Consists of net premiums on debt of $25 million and net discounts on debt of $122 million at December 31,
2006 and 2005, respectively.

(4) Does not include letters of credit.
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Collateral Postings

We continue to use a significant portion of our capital resources, in the form of cash and letters of credit, to
satisfy counterparty collateral demands. These counterparty collateral demands refléct‘our non-investment grade
credit ratings and counterparties’ views of our financial condition and ability to satisfy our performance
obligations, as well as commoﬂity prices and other factors. We manage the level of our collateral postings by line
of business, rather than by reportable segment. This is primarily because collateral postings are generally
determined on a counterparty basis, and our counterparties conduct business across reportable segments. The
following table summarizes our consolidated collateral postings to third parties by line of business at
February 22, 2007, Dccernber 31, 2006 and December 31, 2005:

- . February 22, December 31, December 31,
) 2007 006 2005
' : (in millions)

By Business:

Generation business ... ............... . $178 $134 - $280
Customer risk management business ... S S0 54 -
Other . ... 7 7 10
Total ......... ..., e ’ £235 $195 < $381
By Type: .. . | | : | .
Cash (1) oo e e $ 40 $ 38 $122
JLettersoferedit .......... e 195 . 157 259
1 Total .......... e $235 © 3195 $381

(1) Cash collateral consists of either cash deposits to cover physical deliveries or liabilities on mark-to-market

positions or prepayments for commodities or services that are in advance of niormal payment terms.

', L7 * . . . R L]

The increase in collateral postings from December 31, 2006 to February 22, 2007 is primarily due to
increased fuel purchases and collateral postings just ahead of monthly commodity settlements.

The decrease in collateral postings from December 31, 2005 to December 31, 2006 is primarily due to a
return of collateral postings of approximately $146 miltion in our generation business and $37 million in our
customer risk management business. This decrease is primarily a result of decreases in commodity prices since
the end of 2005 as well as the expiration of certain hedging positions. In addition, the $44 million of ¢ollateral
posted on behalf of West Coast Power was returned as a result of lhe sale of our 50% interest in West Coast
Power to NRG, completed on March 31,2006. . ‘

Going forward, we expect counterparties’ collateral demands to continue to reflect changes in commodity
prices, including seasonal changes in weather-related demand, as well as their views of our creditworthiness. In
addition, the contemplated merger with the LS Entities and the effect of the Illinois resource procurement auction
will have a significant impact on our exposure to collateral demands. We believe that-we have sufficient capital
resources to satisfy counterparties’ collateral demands, including those for which no collateral is currently
posted, for the foreseeable future. Over the longer term, we expect to achieve incremental collateral reductions
associated with the completion of our exit from the customer risk management business.

1

Disclosure of Contractual Obligations and Contingent Financial Commitments

We incur contractual obligations and financial commitments in the normal course of our operations and
financing activities. Contractual obligations include future cash payments required under existing contracts, such
as debt and lease agreements. These obligations may result from both general financing activities and from -
commercial arrangements that are directly supported by related operating activities. Financial commitments -
represent contingent obligations, such as financial guarantees, that become payable only if specified events -
occur. Details on these obligations aré set forth below. '
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Contractual Obligations

The following table summarizes our contractual obligations as of December 31, 2006. Cash obligations
reflected are not discounted and do not include accretion or dividends. .

Payments Due by Period

Total 2007 2008 2009 2010 2011 Thereafter
Long-term debt (including current portion) ...... . $3258 $68 $44 $57 $73 8561 $2455
Interest paymentsondebt ..................... 2019 283 260 253 248 205 770 -
Operating leases . ............coivtnninnnnnn. 1476 139 164 164 117 133 759 ,
Capitalleases . .........coviiinereinnnnnennan 16 2 2 2 2 2 6
Capacity payments . . . ..._.................... 688 77 76 77 78 80 300
Conditional purchase obligations ............... 114 12 11 il 12 13 55
Pension funding obligations ................... 63 25 29 9 - - —
Otherobligations ...............cooveeuunn... 28 5 5 5 5 — 8
Total contractual obligations ................... $7,662 $611 $591 $578 $535 $994 $4,353

The table above does not include amounts of long-term debt or other contractual obligations that are
expected to be assumed as a result of the proposed Merger Agreement with the LS Entities. Please read Note 3—
Business Combinations and Acquisitions—LS Power beginning on page F-17 for further discussion.

Long-Term Debt (Including Current Portion). Total amounts of Long-term debt {including current portion)
are included in the December 31, 2006 consolidated balance sheet. For additional explanation, please read
Note 12—Debt beginning on page F-36.

Operating Leases. Operating leases includes the minimum lease payment obligations associated with our
DNE leveraged lease. For additional information, please read “~—Liquidity and Capital Resources—Off-Balance
Sheet Arrangements—DNE Leveraged Lease™ beginning on page 50. Amounts also include minimum lease
payment obligations associated with office and office equipment leases.

In addition, we are party to two charter party agreements relating to VLGCs previously utilized in our global
liquids business. The aggregate minimum base commitments of the charter party agreements are approximately
$14 million each year for the years 2007 through 2009, and approximately $51 million through lease expiration.
The charter party rates payable under the two charter party agreements vary in accordance with market-based
rates for similar shipping services. The $14 million and $51 miilion amounts set forth above are based on the
minimum obligations set forth in the two charter party agreements. The primary terms of the charter party
agreements expire August 2013 and August 2014, respectively, On January 1, 2003, in connection with the sale
of our global liquids business, we sub-chartered both VLGCs to a wholly-owned subsidiary of Transammonia
Inc. - The terms of the sub-charters are identical to the terms of the original charter agreements. We conlinue to
rely on the sub-charters with a subsidiary of Transammonia to satisfy the obligations of our two charter party
agreements. To date, the subsidiary of Transammonia has complied with the terms of the sub-charter agreements.

,Capital Leases. In January 2006, we entered into an obligation under a capital lease related to a coal loading
facility which will be used in the transportation of coal to our Vermilion generating facility, Pursuant to our
agreement with the lessor, we are obligated for minimum payments in the aggregate amount of $16 million over
the remaining term of the lease.

*

Capacity Payments. Capacity payments include future payments aggregating $416 million under the
Kendall power tolling arrangement, as further described in Item 1. Business—Segment Discussion—Customer
Risk Management beginning on page 12.

In November 2004, we entered into a “back-to-back”™ power purchase agreement under which a subsidiary
of Constellation receives our rights to capacity and energy under the Kendall power tolling arrangement for a
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four-year term expiring in November 2008, Although we are still obligated under the Kendall toll, as of
December 31, 2006, we will receive approximately $81 million in aggregate cash payments from Constellation to
offset our fixed payment obligations under the Kendall toll through November 2008, which payment obligations
are reflected in the table above. Please read Note 4—Dispositions, Contract Terminations and Discontinued
Operations—Dispositions and Contract Terminations—Kendall on page F-23 for further discussion.
’ i

In addition, capacity payments include fixed obligations assocmted with transmission, transponanon and

storage arrangcmcnts totalmg approxlmately $272 million.

Conditional Purchase Obligations. Amounts relate to our co-sourcing agreement with Accenture LLP for
employee and infrastructure outsourcing. In early 2006, we amended the agreement 1o reduce our annual rate and
to extend the term through 2016, We are obligated for minimum payments of approximately $114 million over
the term of the agreement. This amended agreement may be cancelled at any time upon the payment of a
termination fee not to exceed $1.7 million. This termination fee is in addmon to amounts due for services
provided through the termination date.

Pension Funding Obligations. Amounts include estimated defined benefir pension funding obligations for
2007 ($25 million), 2008 ($29 million) and 2009 ($9 million). Although we expect to continue to incur funding
oblngauons subsequenl to 2009, such amounts have not been included in this table because our estimates are
1mpremse ‘

i .
¢ ' t . t

Other Obligations. Other obligations include amounts related to a long-term coal agreement to assist in the
delivery of coal to our Danskammer plant in Newburgh, New York. The agreement extends until 2010, and the
minimum aggregate paymems through expiration total .Jpprommalely $10 million as of December 31 2006. In
addition, included in other obligations are payments associated with a capacity contract between lndcpendence
and Con Edison. The aggregate payments through the 2014 expiration are approximately $18 million as of
December 31, 2006. Please read Note 3-~Business Combinations and Acqulsmons—Suhe Energies beginning
on page F-18 for more information on this agreemcnl :

rColr'iti.ftg‘ém‘ Financial Obligati0n§
The followingl table provides a summary of our contingent financial obligations as of December 31, 2006 on

an undiscounted basis. These obligations represent contingent obligations that may require a payment of cash
upon the occurrence of specified events.

Expiration by Period

. .+ Less than . More than
Total 1 Year 1-3 Years 3-5 Years 5 Years

{in millions)

Letters of Credit (1) ... . .. e e e $157 " $121 $36  $— $—

SurelyBonds(2)(3).....,..................H......-.. 21 21 _ — —
Guarantees (4) .. ... ... .l i i i e i - —_ 4 — —
Kendall guarantee (4) ... ... ... .. i 200 - 200 — = —

Total Financial Commitments . ......................... $382 8342 $40  $5— $—

(1} Amounts include outstanding letters of credit.

(2) Surety bonds are generally on a rolling 12-month basis. The $21 million of surcty bonds were supported by
collateral.

(3) As part of the power purchase agreement with Constellation, under which Constellation effectively receives
our rights to purchase approximately 570 MW of capacity and energy arising-from our tolling contract with
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Kendall, we have guaranteed Constellation the receipt of $3.5 million in reactive power revenues over the
four-year period of the power purchase agreement which ends November 2008, Our receipt of these reactive
power revenues to offset this obllgauon is predicated on, among other things, filing a reactive power tariff .
with the FERC.

(4) On September 14, 2006, certain of the LS Entitics and Kendall Power LLC (“Kendall Power“), a newly
formed wholly-owned subsidiary of Dynegy, entered into a Limited Liability Company Membership
Interests and Stock Purchase Agreement (the “Kendall Agreement™) pursuant to which Kendall Power
agreed to acquire all of the outstanding interests in LSP Kendall Holdings, LL.C for $200 million in cash, as
adjusted for certain changes in working capital. The closing of the Kendall Agreement will occur only if the
closing of the Merger Agreement does not occur. We have agreed to guarantee certain of Kendall Power’s
obligations under the Kendall Agreement. Please read Note 17—Commitments and Contingencies—
Guarantees and Indemnifications—Kendall Guarantee on page F-51 for further discussion.

The table above does not include contingent financial obligations that are expected to be assumed as a result
of the proposed Merger Agreement with the LS Entities.

Off-Balance Sheet Arrangements

DNE Leveraged Lease. In May 2001, we entered into an asset-backed sale-leaseback transaction to provide
us with long-term financing for our acquisition of certain power generating facilities. In this transaction, which
was structured as a sale-leaseback to minimize our operating cost of the facilities on an after-tax basis and to
transfer ownership to the purchaser, we sold for approximately $920 million. four of the six generating units
comprising the facilities to Danskammer OL LLC and Roseton OL LLC, each of which was newly formed by an
unrelated third party investor, and we concurrently agreed to lease them back from these entities, which we refer
to as the owner lessors. The owner lessors used $138 million in equity funding from the unrelated third party -
investor to fund a portion of the purchase of the respective facilities. The remaining $800 million of the purchase
price and the related transaction expenses was derived from proceéds obtained in a private offering of pass-
through trust certificates issued by two of dur subsidiaries, Dynegy Danskammer, L.L.C. and Dynegy Roseton,
L.L.C., which serve as lessees of the applicable facilities. The pass-through trust certificate structure was
employed, as it has been in similar financings historically executed in the airline and energy industries, to
optimize the cost of financing the assets and to facilitate a capital markets offering of sufficient size to enable the
purchase of the lessor notes from the owner lessors. The pass-through trust certificates wére sold to qualified
institutional buyers in a private offering and the proceeds were used to purchase debt instruments, referred to as
lessor notes, from the owner lessors. The lease payments on the facilities support the principal and interest
payments on the pass-through trust certificates, which are ultimately secured by a mortgage on the underlying -
facilities,

As of December 31, 2006, future lease payments are $108 million for 2007, $144 million for 2008, $141
mitlion for 2009, $95 million for 2010, $112 miltion for 2011 and $179 million for 2012, with $533 million in
the aggregate due from 2013 through lease expiration. The Roseton lease expires on February 8, 2035 and the
Danskammer lease expires on May 8, 2031. We have no option to purchase the leased facilities at the end of their
respective lease terms. DHI has guaranteed the lessees’ payment and performance obligations under their
respective leases on a senior unsecured basis. At December 31, 2006, the present value (discounted at 10%) of
future lease payments was $801 million.

The following table sets forth our lease expenses and lease payments relating to these facilities for the
periods presented.

2006 2005 2004
- (in M(ms) -
Lease EXPOMSE ..ttt ittt et $50 $50 $50
Lease Payments (Cash Flows) .. ... .. e e - $60 360 %60




If one or more of the leases were to be terminated because of an event of loss, because it had become illegal
for the applicable lessee 1o comply with the lease or because a change in law had made the facility economically
or technologically obsolete, DHI would be required to make a ‘termination payment in an amount sufficient to
redeem the pass-through trust ceftificates related to the unit or facility for which the lease was terminated at par’
plus accrued'and unpaid interest. As of December 31, 2006, the termination payment at par would be '
approximately $1 billion for all of the DNE facilities, which exceeds the $920 ‘million we received on the sale of
the facilities. If a termination of this type were to occur with respect to all of the DNE facilities, it would be
difficult for DHI to raise sufficient funds to make this termination payment. Alternatively, if one or more of the
leases were 1o be terminated because we determing, for reasons other than as a result of a change in law, that it
has become economically or technologically obsolete or that it is no longer useful to our business, DHI must
redeem the related pass-through trust certificates at par plus a make-whole premium in an amount equal to the
discounted présent value of the principal and interest payments still owing on the cemi‘ cates being redeemed less
the unpaid principal amount of such certificates at the time of redemption. For this purpose, the discounted
present value would be calculated using a discount rate equal to the yield-to-maturity on the most comparab]e
U.5. Treasury security plus 50 basis points,

* For further discussion of the accounting and required disclosure surrounding the subsidiaries that issued the
pass-through certificatés and purchased-the notes from the'owner lessors, please read Note lO—-——Unconsolldated
Investments—Variable Interest Entities beginning on page F- 34 g

Capital Expenditures

We continue to tightly manage our operating costs and capital expenditures. We had approximately $155
millicn in capital expenditures during 2006, Qur 2006 capital spending by reportable segment was as follows (in
millions):

GEN-MW ................ooie et e e $101

GEN-NE ............... e e e e s 22
GEN-SO ......... S 24

Q
=
&
Ioo

Total ............ e e e e e e e e $155

Capital spending in our GEN-MW segment primarily consisted of ‘maintenance capital projects, as well as
approximately $2 million spent on development capital. Development capital spending primarily related to the
conversion of our Vermilion fac:llty to PRB coeal. Capital spending in our GEN-NE and GEN-SC segmenls "
primarily consisted of maintenance and environmental projects. .

We expect capital expenditures for 2007 to approximate $415 million, including the capital expenditures
that may be associated with the LS Entities. This primarily includes maintenance capital projects, environmentat
projects and limited development projects. The capital budget is subject to revision as opporlumucs arise or
circumstances change. , . -, .

Our capital expenditures in 2007 and beyond will continue to be limited by negative covenants contained in
our debt instruments. These covenants place specific dollar limitations on our ability to incur capital
expenditures. Please read Note 12—Debt beginning on page F-36 for further discussion of these limitations. Our
long term capital expenditures in the GEN-MW segment will also be significantly impacted by the DMG consent
decree which obligates us to, among other things, install additional emission controls at our Baldwin and Havana
plants which, based on ongoing engineering estimates, is expected to cost approximately $675 million from 2007
through 2012.
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Financing Trigger Events

Our debt instruments and other financial obligations include provisions which, if not met, could require
early payment, additional collateral support or similar actions. These trigger events include leverage ratios and
other financial covenants, insolvency events, defaults on scheduled principal or interest payments, acceleration of
other financial obligations and change of control provisions. We do not have any trigger events tied to specif? ed
credit ratings or stock price in our debt instruments and are not party to any contracts that require us to issue
equity based on credit ratings or other trigger events.

Commitments and Contingencies

Please read Note 17—Commitments and Contingencies beginning on page F-47, which is incorporated
herein by reference, for & discussion of our commitments and contingencies.

Dividends on Common Stock

_ Dividend payments on our common stock are at the discretion of our Board of Directors. We have not paid a
dividend on our common stock since 2002, and we did not declare or pay a dividend on our common stock for
the year ended December 31, 2006 and do not foresee a declaration of dividends in the near term due to the
dividend restrictions contained in our financing agreements,

Internal quuldlty Sources

Our primary internal llq\.udlry sources are cash flows from operations and cash on hand. .

Current Liquidity. The following table summarizes our consolidated revolver capacity and liquidity
position at February 22, 2007, December 31, 2006 and December 31, 2005:

February 22, December 31, December 31,
2007 2006 2005

: (in millions)
Total revolvercapacity . ....... . i $ 470 $ 470 $ —
Totat additional letter of creditcapacity .....................o... 194 194 325(1)
Outstanding letters of credit under credit facility .................. (195) (157) (259)
Unused credit facility capacity . ... ....oo i s 469 507 66
Cash ... e e 372(2) 371(2) 1,549(2)(3)
Total available BQuidity .. .....vvuuemnn e een s ' $ 841 $ 878 $1,615

(1) On April 19, 2006, we entered into a fourth amended and restated credit agreement which consists of (i) a
$470 million revolving credit component and (ii) a $200 million letter of credit component. Please read
Noté 12—Debt—Fourth Amended and Restated Credit Facility beginning on page F-36 for further
discussion of our amended credit facility. Qur credit facility capacity is limited by, and will increase or

_ decrease with changes in cash collateral on deposit.

(2) The February 22, 2007, December 31, 2006 and December 31, 2005 amounts include approximately $41

million, $46 million, and $21 million, respectively, of cash that remains in the Europe and $18 million, $10
* million and $19 million, respectively, of cash that remains in the Canada.

(3) The December 31, 2005 amount includes approximately $13 million of cash held by our NGL business.
Please read Note 4—Dispositions, Contract Terminations and Discontinued Operations—Discontinued
Operations—Naturat Gas Liquids beginning on page F-23.

Cash Flows from Operations. We had operating cash outflows of $194 million for the year ended
December 31, 2006. This consisted of $698 million in operating cash flows from our power generation business,
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reflecting positive earnings for the period and increases in working capital due to returns-of cash collateral
postings. These cash flows were offset by $892 million of cash outflows relating to our customer risk
management business and corporate-level expenses. Please read “—Results of Operations—Operating Income™
and “—Cash Flow Disclosures™ for further discussion of factors impacting our operating cash flows for the
periods presented. - : ‘ .

Our future operating cash flows will vary based on a number of factors, many of which are beyond our
control, including the price of natural gas and its correlation to power prices, the cost of coal and fuel oil and the
value of ancillary services. Additionally, the availability of our plants during peak demand periods will be
required to allow us to capture attractive market prices when-available. Over the longer term, our operating cash -
flows also will be impacted by, among other things, our ability to tightly manage our operating costs, including
maintenance costs. Qur ability to achieve targeted cost savings in the face of industry-wide increases in labor and
benefits costs, together with changes in commodity prices, will lmpact our future operating cash flows. Please
read “—Results of Operations—2007 Oullook" begmmng on page 68 for further discussion, :

Cash on Hand. At Februzuy 22, 2007 and December 31, 2006, we had cash on hand of $372 million and
$371 million, respectively, as compared to $1,549 million at the end of 2005. This decrease in cash on hand at
February 22, 2007 and December 31, 2006 as compared to the end of 2005 is primarily aitributable to cash used
for debt repayments, litigation settlements and capital expenditures.

Revolver Capacity. On Aprit 19, 2006, we entered into the Fourth Amended and Restated Credit Facility,
replacing the former Third Amended and Restated Credit Facility with a $470 million revolving credit facility;.
thereby providing the return io DHI of $335 million plus accrued interest in cash collateral securing the former
Third Amended and Restated Credit Facility. As of February 22, 2007, $195 million in letters of credit are
outstanding but undrawn, and we have no revolving loan amounts drawn under the Fourth Amended and
Restated Credit Facility, Please read Note 12—Debt—Fourth Amended and Restated Credit Facility beginning
on page F-36 for further discussion of our amended credit facility.

)
4

External Liquidityl Sources

Our primary external liquidity sources are proceeds from asset sales and other types of Capltal ralsmg
transactions, mcludmg public or private equity issuances.

Asset Sale Pmceeds. In March 2006, we completed our ownership exchange transactions with NRG which
comprised our acquisition of NRG’s 50% ownership interest in the entity that owns the Rocky Road power plant
{of which we already owned 50%), and the sale to NRG of our 50% ownership interest in the West Coast Power
plant, a joint venture between us and NRG, which has ownership in power plants in southern California. As a
result of the two transactions, we received cash proceeds of approximately $165 million, net of cash acquired,
from NRG. Please read Note 3—Business Combinations and Acquisitions—Rocky Road on page F-18 for
further discussion. Also, please read Note 4—Dispositions, Contract Terminations and Discontinued
Operations—Dispositions and Contract Terminations—West Coast Power on page F-21 for further discussion.

In November 2006, we completed our sale to Duke Energy Carolinas, LLC (a subsidiary of Duke Energy)
(“Duke Power”) of cur Rockingham facility, a peaking facility in North Carolina, which is included in our
GEN-80 reportable segment, for $194 million in cash. A portion of the proceeds from the sale were used to
repay our borrowings under the $150 million Term Loan, with the remaining proceeds used as an additional
source of liquidity. Please read Note 4—Dispositions, Contract Terminations and Discontinued Operations—
Dispositions and Contract Terminations—Rockingham on page F-20 for further discussion. Please read Note
12—Debt—Fourth Amended and Restated Credit Facility on page F-36 for further discussion of the Term Loan.

On January 31, 2007, we entered into an agreement to sell our interest in the Calcasieu power generation
facility to Entergy for approximately $57 million, subject to regulatory approval. The transaction is expected to
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close in early 2008. Please read Note 4—Dispositions, Contract Terminations and Discontinued Operations—-
Dispositions and Contract Terminations—Calcasieu on page F-20 for further discussion.

y]

We are continuing to evaluate our generation fteet based primarily on geographic location, fuel supply,
market structure and market recovery expectations. This evaluation will consider the combined portfolio of
Dynegy and the LS Entities in anticipation of the pending transaction. Consistent with industry practice, we
periodically consider divestitures of non-core generation assets where the balance of the factors described above
suggests that such assets’ earnings potential is limited or that the value that can be captured through a divestiture
outweighs the benefits of continuing to own and operate such assets. In conducting our current portfolio review,
we are considering, among other things, divesting certain assets that (i) are primarily peaking in nature and
generally operate in locations where market recovery is projected to occur much further in the future than in
other regions in which we will have a significant asset position, or (ii) could present value propositions through
potential dispositions not likely to be achieved through continued ownership and operation by us. As a result of
this review, we are considering selling our 614 MW Cogen Lyondell generation facility, our.576 MW Bluegrass
generation facility and our 539 MW Heard County generation facility. Moreover, dispositions of one or more
other generation facilities could occur in 2007 or beyond. Were any such sale or disposition to be consummated,

the disposition could result in accounting charges related to the affected asset(s), and our earnings and cash flows

could be affected in 2007 and beyond.
b .

Capital-Raising Transactions. As part of our ongoing efforts to maintain a capital structure that is closely
aligned with the cash-generating potential of our asset-based business, which is subject to cyclical changes in
commodity prices, we will continuously explore additional sources of external liquidity both in the near- and
long-term. The timing of any transaction may be impacted by events, such as strategic growth opportunities,
legal judgments or regulatory requirements, which could require us to pursue additional capital in the near-term.
In particular, in connection with the pending transaction with the LS Entities, we will be evaluating various
opportunities to provide additional liquidity and streamline the combined company’s capital structure.

These transactions may include capital markets transactions. The receptiveness of the capital markets to a
public offering cannot be assured and may be negatively impacted by, among other things, our non-investment
grade credit ratings, significant debt maturities, long-term business prospects and other factors beyond our
control. Any issuance of equity likely would have other effects as well, including shareholder dilution. Further,
our ability to issue debt securities is limited by our financing agreements, including our Fourth Amended and
Restated Credit Facility. Please read Note 12—Debt—Fourth Amended and Restated Credit Facility beginning
on page F-36 for further discussion. : .
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RESULTS OF OPERATIONS

Overview and Discussion of Comparability of Results. In this section, we discuss our results of operations,
both on a consolidaied basis and, where appropriate, by segment, for 2006, 2005 and 2004. At the end of this
section; we have included our busjness cutlook for each segment.

We report the results of our power generation business as three separate segments in our consolidated
financial statements: (1) the Midwest segment (GEN-MW); (2) the Northeast segment (GEN-NEY}; and (3) the
South segment (GEN-SO). We also separately report the results of our CRM business, which primarily consists
of the Kendall tolling agreement, the remaining power tolling arrangement (excluding the Sithe toll which is now
in our GEN-NE segment and is an intercompany agreement), as well as legacy natural gas, power and emissions
trading positions. Because of the diversity among their respective opetations, we report the results of each
business as a separate segment in our consolidated financial statements: Our consolidated financial results also
reflect corporate-level expenses such as general and administrative and interest. Beginning January 1, 2006, all
direct general and administrative expenses are included in Other and Eliminations unless they are specifically
identified with the respective segment. This change in allocation methodology is a result of our efforts to better
align our corporate cost structure with a single line of business. - ' :

As described below, substantially all of our NGL business, which was conducted through DMSLP and its
subsidiaries and comprised our NGL reportable segment, was sold to Targa on October 31, 2005. Additionally,
as described below, our former REG business, which was conducted through [llinois Power and its subsidiaries
and comprised our REG reportable segment, was sold to Ameren Corpor:ation on September 30, 2004,

Summary Financial Infoermation. The following tables provide summary financial data regarding our
consolidated and segmented results of operations for 2006, 2005 and 2004, respectively.

P

Year Ended December 31, 2006 ) -

Power Generation

" Other and
GEN-MW GEN-NE GEN-SO CRM Eliminations Total
{in millions)

Operating income (loss) .. ..................... $208 $ 55 355y $ 7 $(163) % 52
Losses from unconsolidated investments ......... — — n — — nH
Other flemS, BEL .. ..o vt e e eeernnnss 2 9 1 4 38 ' 54
Interest expense and debt conversion costs .. ...... S : _(631)
Loss from continuing operations before taxes . . . . .. (526)
Income tax benefit .............. ..o, C T 168
Loss from continuing operattons . ............... (358)
Income from discontinued operations, net of '

BAXES ..t ' 24
Cumulative effect of change in accounting principle,

netof taxes . ... ... i 1
NetlosS ..ottt et enaeas ‘ $(333)
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Year Ended December 31, 2005

Operating income (loss)
Earnings (losses) from unconsolidﬁted
investments
Other items, net
Interest expense

Loss from continuing operations before taxes ...
Income tax benefit

Loss from continuing operations
Income from discontinued operations, net of
taxes
Cumulative effect of change in accounting
principle, net of taxes

Net income

Operating income (loss)
Earnings from unconsolidated investments
Other items, nct .
Interest expense

Loss from continuing operations before taxes ....
Income tax benefit

Loss from continuing operations
Income from discontinued operations, net of
BAXES .ottt e

Power Generation
. Other and
GEN-MW GEN-NE GEN-SO0 CRM Eliminations Total
(in millions)
$194 $ 29 321 $(647) $(393) $ (838)
7 —_— (5) — — 2
2 5 8] — 20 26
) (389)
{1,199)
395
(804)
899
(3
3 9
Year Ended December 31, 2004
. PoﬁerlGeneration
Other and
GEN-MW GEN-NE GEN-SO CRM Eliminations Total
(in miltions)

$194 $ 21 $(52) $(118) $(145) $(100)
....... 80 — 112 — — 192
: —_ — 1 3 11 9
(453)
(352)
172
............... (180)
165
$ (1%

Net loss
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The following table provides summary segmented operating statistics for 2006, 2005 and 2004, respectively:

B Year Ended December 31,
2006 2005 2004

GEN-MW
Million Megawatt Hours Generated—Gross and Net ............. e 215 219 226
Average Actual On-Peak Market Power Prices ($lMWh) (1): . \

Cinergy {Cin Hub) . ... ... ... . i e e i $ 52 § 64 § 43

Commonwealth Edison (NTHub) ......... .. ... ..., $ 52 $ 62 % 42
GEN-NE o - .
Million Megawatt Hours Generated—GrossandNet ... ................ ... ... ... 44 83 6.0
Average Actual On-Peak Market Power Prices (/MW h) (1):

New York—Zone G ... ... ... e e $ 76 $ 92 $ 62

New York—Zone A ...... P T THTTT $59 76 % 53
GEN-SO
Million Megawatt Hours Generated—Gross ... ... ... . i i, 4.6 7.3 85
Million MegaWatt Hours Generated—Net . ....... e e e 39 5.3 6.7
Average Actual On- Peak Market Power Pnces ($'MWh) (1):

SOUTEIN ..o e e e £ 55 371 % 49

ERCOT .............. N $ 63 § 80 $% 5]

0] $62 %73 % 55
Average natural gas price—Henry Hub (/MMBtu) (2) ........ooiiiiiie e, $6.74 38.80 35.85

(1) Reflects the average of day-ahead quoted prices for the periods presented and does not necessanly reﬂect
. prices realized by the company.

(2) Reflects the average of daily quoted prices for the periods presented and does not necessanly reflect pnces
realized by the company.

. The following tables summarize significant items on a pre-tax basis, with the exception of the tax items,
affecting net income (loss) for the periods presented.

Year Ended December 31, 2006

Power Generation Other and
GEN-MW GEN.-NE GEN-SO CRM Eliminations Total
y - . . u (in millions) i
Debt CONVersion Costs ........................ $—  $— $—  $— $(249)  $(249)
Asset impairments ............ ... (110} — 45 — — (155)
Legal and settlement charges . .................. —_ , — = (53) — (33)
' Sithe Subordinated Debt exchange charge ........ — (36) — — — (36)
Acceleration of financingcosts ................. — — — — (36) (36)
TAXES ..ot .= — — — (29) (29)
Discontinued operations .......... . . = e — 23 7 30

Total ... $(110)  $(36)  $(45) $(30) B(307)  $(528)
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Year Ended December 31, 2005

Power Generation Other and
: GEN-MW GEN-NE GEN-SO CRM Eliminations Total
. (in millions) .
Discontinued operations (1) .................. — $— $— $ o6 51,250 81,256

Sterlington toll settlement . .. ................. — —_ (364) — (364)
Legal and settlement charges ................. — : — (38) (249) (287)

Independence toll settlement charge .,......... — — — (169) - " (169)
Assetimpairment . ........... ... iaaon.., 29 —_ — — — 29
Impairment of generation investments ., ........ — — 27 — — 27
Restructuring costs .............cciiivnenn... —_ —_ — — (an (L)
Taxes .. ..ot — — —_ — 89 89

Total ..o $(29) $— SN $(565) $1079 § 458

(1) Discontinued operations for NGL includes gain on sale of DMSLP of $1,087 million.

Year Ended December 31, 2004
Power Generation Other and
GEN-MW GEN-NE GEN-SO0 CRM Elimination Total
. (in millions)

Discontinued operations (1) .................. $— $— $— $ 19 $257 $276
Kendall toll restructuring .................... — — — (115) — (115)
Legal and settlement charges ........... e 't — 2 (i3) (93) (113)
Impairment of West Coast Power .............. — —_ (85) — —_ (85)
Loss on sale of [llinois Power . ................ —_— _— — - (58) (58) °
Impairment of [llinois Power ................. — — — —_ (54) (54)
Acceleration of financingcosts . ............... = — -— — 14 (14)
Gas transportation contracts . ................. — —_ - 88 — 28
GainonsaleofJoppa ........... [P .. 75 — —_ —_ —_ 75
TaKES + v vttt it e ertiianeeranrnn —_ — — — 24 24
Gain on sale of OysterCreek ................. -— _ 15 — —

»
&

15
=SB s@) s $

Total ..., . e

(1) Discontinued operations for NGL includes pre-tax gains on sales of Indian Basin, Hackberry LNG and
Sherman totaling $36 million, $17 million and $16 million, respectively.

Year Ended 2006 Conipared to Year Ended 2005
Operating Income (Loss)

Operating income was $52 million for the year ended December 31, 2006, compared to an operating loss of
$838 million for the year ended December 31, 2005.

Power Generation—Midwest Segment. Operating income for GEN-MW was $208 million for the year
ended December 31, 2006, compared to $194 million for the year ended December 31, 2005. GEN-MW results
for 2006 include a $110 million pre-tax impairment associated with our Bluegrass facility. GEN-MW results for
2005 include a $29 million pre-tax charge associated with the impairment of a natural gas turbine which was sold
in 2006. GEN-MW results for the year ended December 31, 2005 also included general and administrative
expenses of $33 million. Beginning in 2006, general and administrative expenses are reported in Other and
Eliminations. Please read “Results of Operations-—Year Ended 2006 Compared to Year Ended 2005—Operating
Income (Loss)}—Other” for a consolidated discussion of general and administrative expenses.
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Results from our coal-fired generating units increased from $415 million for the year ended December 31,
2005 to $466 million for 2006. Average actual on-peak prices in the CinHub/Cinergy pricing region decreased
from $64 per MWh in the year ended December 31, 2005 10 $52 per MWh for the year ended December 31,
2006. Generated volumes decreased from 21.9 million MWh in the year ended December 31, 2005 to
21.5 million MWh in the same period in 2006. Despite the decrease in market prices and the decrease in output,
the increase in results was primarily driven by higher realized power prices. We realized higher power prices in
the first quarier 2006 as we settled forward power sales. Additionally, results from our coal-fired generating units
were negatively impacted by the' AmerenlP contract during the second and third quarters of 20035, preventing us
from recognizing the full benefit of market prices during the 2005 period. During certain peak periods in 2005,
Ameren took higher volumes than we expected, resalting in a need to purchase power at market prices in order to
satisfy our abligations for forward sales-previously made to other third-parties. We did not experience a'similar
situation under the AmerenlP contract in 2006. This was offset by mark-to-market income of approximately $14
million for the yéar ended December 31; 2006, compared with mark-to-market income of $23 million for the
year ended December 31, 2005. These transactions are primarily related to options and other financial
transactions that economically hedged our generation assets but were not designated as cash flow hedges. The
higher realized prices were also partially offset by higher opcratmg costs due to the timing of scheduled

maintenance. T

Results for our natural gas-fired peaking facilities in GEN-MW improved by $13 million, increasing from
$7 million for 2005 to $20 million for the same period in 2006. This improvement was the result of our
acquisition of the remaining ownership interest in the Rocky Road facility and the related increase in capacity
fees. This increase was partially offset by lower pricing and volumes. Additionally, our 2005 results included a
$5 million charge associated with the write-down of spare parts inventory.

Depreciation expense increased from $157 million in 2005 to $168 million in 2006 as a result of our
acquisition of the remaining ownership interest in the Rocky Road facility and capital projects placed into service
in 2006. The capital projects were prirﬁarily related to the conversion of the Havana facility to burn PRB coal.
Please read Note 5—Restructuring and Impairment Charges—Asset Impairments for further discussion. Our
2005 results also included a $7 million charge associated with the write-off of an environmental project.

Power Generation—Northeast Segment. Operating income for GEN-NE was $55 million for the year
ended December 31, 2006, compared to $29 million for the year ended December 31, 2005. GEN-NE results for
the year ended December 31, 2005 included general and administrative expenses of $22 million. Beginning in
2006, genera! and administrative expenses are reported in Other and Eliminations. Please read “Results of
Operauons—Year Ended 2006 Compared to Year Ended 2005—Operatmg Income (Lzoss)—-Olher“ fora
consolidated dlscussxon of general and admlmstratlve EXpenses.

Results for our Roseton and Danskammer facilities decreased from $53 million in 2005 to $33 miltion in
2006 primarily as a result of lower prices and volumes. Average on-peak prices for Zone G, the market served by
these two facilities, decreased from $92 per MWh in 2005 to $76 per MWh in 2006. Generated volumes
decreased from 6.0 million MWh in 2005 compared to 2.7 million MWh in 2006. Compressed spark spreads for
part of the year resulted in lower production of our Roseton facility, where volumes fell by 2.9 million MWH
from 2005 to 2006. Additionally, the year ended December 31, 2006 included a fuel oil mvemory write-down of
approximately $6 million.

Independence contributed results of $46 million for the year ended December 31, 2006, compared with $18
million for the period from February through December 2005. Average on-peak prices for Zone A decreased
from $76 per MWh in 2005 to $59 per MWh in 2006. Generated volumes decreased from 2.3 million MWh in
2005 to 1.7 million MWh in 2006. Although market prices and generated volumes from our Independence
facility decreased year over year, we received a benefit from the realization of higher power prices in the first
half of 2006, as we settled forward power sales. Results for 2006 also reflect the beneﬁt of mcreased capacity
payments in the merchant market. . ‘ ' ' :

59




Depreciation expense for GEN-NE increased from $21 million in 2005 to $24 million in 2006, as the result
of acquiring the Independence facility in February 2005 as well as the result of capital projects placed into
service in 2006,

Power Generation—South Segment. Operating loss for GEN-SO was $55 million for the year ended
December 31, 2006, compared to an operating loss of $21 million for the year ended December 31, 2005.
GEN-SO results for 2006 include a $9 million impairment of our Rockingham facility as a result of the sale of
the facility. Please read Note 4—Dispositions, Contract Terminations and Discontinued Operations—
Dispositions and Contract Terminations—Rockingham for further discussion. Additionally, we recorded a $36
million impairment associated with the Calcasieu natural gas-fired peaking facility. Please read Note 5—
Restructuring and Impairment Charges—Asset Impairments on page F-24 for further discussion. GEN-SO results
for the year ended December 31, 2005 also included general and administrative expenses of $11 million.
Beginning in 2006, general and administrative expenses are reported in Other and Eliminations. Please read
“Results of Operations—Year Ended 2006 Compared to Year Ended 2005—Operating Income (Loss}—Other”
for a consolidated discussion of general and administrative expenses.

Results from our ERCOT facility decreased by $8 million from $6 million in 2005 to a loss of $2 million in
2006, primarily driven by decreases in ancillary services revenue caused by a depressed ancillary services market
in the ERCOT region during 2006. Also included in the 2006 results are $1 mllllon of mark-to-market losses
compared to zero in 2005. S o

Results from our other South ’assets increased from $4 million in 2005 to $13 million in 2000, primari]y asa
result of increased volumes and pricing for our peaking facilities.

Depreciation expense was $21 million in 2006 compared to $23 million in 2005.

Customer Risk Management. Operating income was $7 million for 2006, compared to an operating loss of
$647 million for 2005. CRM's 2006 results reflect charges of approximately $53 million in legal reserves ‘
resulting from additional activities during the period that negatively affected management’s assessment of
probable and estimable losses associated with the applicable proceedings and settlements. These charges were
partially offset by mark-to-market income on our legacy coal, natural gas, emissions, and power posmons
CRM’s 2005 results were impacted by the following items:

» . $364 million charge associated with the agreement to terminate our Sterlington tolling arrangement.

+  $169 million charge associated with the Sithe Energies acquisition. Prior to the acquisition,
Independence held a power tolling contract and a natural gas supply agreement with our CRM segment.
Upon completion of the purchase, these contracts became intercompany agreements under our GEN-NE
segment, and were effectively eliminated on a consolidated basis, resulting in the $169 million charge
upon completion of the acquisition.

¢ $74 million net losses related to our legacy power positions, primarily fixed payments on our remaining
power tolling arrangements in excess of realized margins on power generated and sold.

* 538 million charge related to increased legal reserves. The increased legal reserves resulted from
additional activities during the year that affected management’s assessment of the probable and
estimable loss associated with the applicable proceedings.

«  $26 million net mark-to-market losses from our legacy natural gas and emissions positions.

These losses were partly offset by a $21 million gain related to the termination of a contract to sell
emissions allowances.

Other. Other operating loss was $163 million for 2006, compared to $-393 million for 2005. Resulis include
approximately $143 million of general and administrative expenses, including costs related to our business
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segments, which prior to 2006 were included in the individual segments. Results for 2005 included general and
administrative expenses of $364 million,

Consolidated general and administrative expenses decreased from $468 million for 2005 to $196 million for
2006. General and administrative expenses for 2005 included a $236 million charge associated with settlement of
our shareholder class action litigation and other legal settlement charges totaling $51 million, while 2006
included $53 million in additional legal reserves. Additionally, compensation and benefits costs and professional
and legal fees were lower in 2006 compared to 2003,

"

Earnings from Unconsolidated Investments

The $1 million loss reported from uncensolidated investments for 2006 was prin'mrily related 1o the
GEN-80 invesiment in Black Mountain. During 2006, we recorded equity earnings of $8 million related to our
investment in Black Mountain offset by a $9 million impairment charge. This charge is the result of a decline in
value of the investment related to the high cost of fuel in relation to a third party power purchase agreement
through 2023 for 100% of the output of the facility. This agreement provides that Black Mountain (Nevada
Cogeneration) will recetve payments that decrease over time. The $2 million earnings reported for 2005 included
$7 million earnings from thé GEN-MW investment in Rocky Road, largely offset by results from GEN-SO
investments in both Black Mountain and West Coast Power.

Other Items, Net

Other items, net totaled $54 million of income for 2006, compared to $26 million of income for 2005. The
increase was primarily associated with higher interest income in 2006 resulting from higher cash balances and
higher interest rates.

-
Interest Expense

Interest expense and debt conversion costs totaled $631 million for 20061, compared 10 $389 million for
2005. The increase was primarily due to debt conversion and acceleration of financing costs, as well as a $36
million charge associated with the Sithe Subordinated Debt exchange. These charges were partially offset by
reductionis due to lower principal amounts outstanding as a result of our liability managemenl program. Please
read Note 12—Debt for further discussion

* . '

Income Tax Benefit '

Our income tax benefit from continuing operations was $168 million in 2006, compared to an income tax
benefit from continuing operations of $395 million in 2005. The 2006 effective tax rate was 32%, compared to
33% in 2003. The 2006 tax benefit included a $29 million expense related to various' adjustments anticipated as a
result of the Canadian authorities” audit of prior year income tax returns. The 2005 tax benefit included an $18'
million expense and a $13 million expense related to an increase in the valtuation allowance associated with ~
capital losses and foreign NOLs, respectively. Excluding these items from the 2006 and 2005 calculations would
result in effective tax rates of 37% and 36% in 2006 and 2005, respectively. In general, differences between these
adjusted effective rates and the statutory rate of 35% result primarily from the effect of certain foreign and state
income taxes and permanent differences attributable to book-tax. basis differences. P

Please read Note 14—Income Taxes beginning on page F-42 for further discussion of our income taxes.

Discontinued Operations

Income From Discontinued Operations Before Taxes. Discontinued operations include DMSLP in our
former NGL segment, our U.K. CRM business, our former DGC segment and our U.K. ‘natural gas storage assets
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from our CRM segment. The following summarizes the activity included in income from discontinued
operations: .

Year Ended December 31, 2006

UK.CRM DGC NGL Total
(in millions}

Operating income included in income from discontinued operations ......... $18 $— $ 6 824
Other items, net included in income from discontinued operations ........... 5 I — 6
Income from discontinued operations before taxes .................... ... ‘ 30
INCOmME taX EXPENSE .. oot ittt i e et e e ' )
Income from discontinued operations . . ... ... ... e %24

Year Ended December 31, 2005

UK.CRM NGL  Total
(in millions)

Operating income included in income from discontinued operations ............ $— $1,320 31,320
Earnings from unconsolidated investments included in income from discontinued '
105150 21 T0) 1 S P — 5 5
Other items, net included in income from discontinued operations . ............. 6 (22) (16)
Interest expense included in income from discontinued operations . ............ ) (53)
Income from discontinued operations before taxes .......................... 1,256
Income tax eXpense ...............iiiiinanni e e (357)
Income from discontinued operations . ............ .. . o i iii i $ 899

As further discussed in Note 4—Dispositions, Contract Terminations and Discontinued Operations—
Discontinued Operations—Natural Gas Liquids beginning on page F-23, on October 31, 2005, we completed the
sale of DMSLP, As a result of the sale, and as required SFAS No. 144, “Accounting for the Impairment or
Disposal of Long-Lived Assets” (SFAS No. 144), we have reclassified the operations related to DMSLP, which
comprised of the remaining operations of our NGL segment, from continuing operations to discontinued
operations. ‘

In 2006, pre-tax income from discontinued operations of $30 million ($24 million after-tax) included $6
million in pre-tax income attributable to NGL and a pre-tax gain of $21 million associated with a receivable
previously reserved in our U.K. CRM business. In 2005, pre-tax income from discontinued operations of $1,256
million ($899 million after-tax) included $1,250 million in'pre-tax income attributable to NGL. Included in
NGL’s 2005 pre-tax income is a pre-tax gain on the sale of DMSLP of $1,087 million and income atiributable to
ten months of operations.

In accordance with EITF Issue 87-24, ““Allocation of Interest to Discontinued Operations” (EITF Issue
87-24), we have allocated interest expense to discontinued operations associated with debt instruments that were
required to be paid upon the sale of DMSLP. Interest expense included in income from discontinued operations,
which includes interest incurred on our former term toan and our former Generation facility debt, totaled zero
and $53 million during 2006 and 2005, respectively.

Income Tax (Expense) Benefit From Discontinued Operations. We recorded an income tax expense from
discontinued operations of $6 million in 2006, compared to an income tax expense from discontinued operations
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of $357 million in 2005. The income tax expense in 2005 includes a $112 million benefit associated with
reducing a valuation allowance related to our capital loss carryforward, which primarily relates to our third
quarter 2002 sale of Northern Natural Gas. We reduced the valuation allowance as a result of capital gains
expected to be recognized from our sale of DMSLP. For further information regarding the sale, please see

Note 4—Dispositions, Contract.Terminations and Discontinued Operations—Discontinued Operations—Natural
Gas Liquids. The effective rates for 2006 and 20035, adjusting for the reduction of the valuation allowance in
2005, are 28% and 38%, respectively. , o } .

Cumulative Effect of Change in Accounting Principles

On January 1, 2006, we adopted SFAS No. 123(R) “‘Share-Based Payment” (SFAS No. 123(R)) In
connection with its adoption, we realized a cumulative effect loss of approximately $1 million, net of tax expense
of zero. For further information, please see Note 2—Summary of Significant Accounting Policies—Accounting
Principles Adopted—-—-SF'AS No. 123(R) on page F-i6.

On December 31 2005 we adopted FIN No. 47. In connecuon with its adoption, we realized a cumulative
effect loss of approximately $5 million ($7 million pre-tax). For further information, please see Note 2—
Summary of Significant Accounting Policies—Asset Retirement Obligations beginning on page F-11.

t f ‘ i

Year Ended 2005 ;Compared to Year Ended 2004
Operating Loss l

Operating loss was $838 million for the year ended December 31, 2005, compared to $100 million for the
year ended December 31, 2004. ' e :

Power Generation—Midwest Segment. Operating income for GEN-MW was $194 million for the years
ended December 31, 2005 and 2004.

Results from our coal-fired generating units increased from $392 mitlion for the year ended December 31,
2004 to $415 million for 2005. Average on-peak prices in the NI Hub/Com Ed pricing region increased from $42
per MWh in 2004 to $62 per MWh for 2005. Additionally, volumes were up 3%, from 20.7 million MWh for
2004 to 21.3 million MWh. Despite the increases in.volumes and price, results from our coal-fired generating
units were negatively impacted by the AmerenIP contract, preventing us from recognizing the full benefit of the
increase in market prices. Volumes sold pursuant to this.contract with AmerenlP. increased 25% in 2005
compared to 2004, resulting in a reduced supply of power available for sale at prevailing market prices in 2005.
During certain peak periods, Ameren took higher volumes than we expected, resulting in a need to purchase
power at market prices in order to satisfy our obhgauons Volumes, excluding those sold under the AmerenlP
contract, decreased by 1.7 million MWh from 2004 to 2005. Additionally, GEN- MW’s results for 2005 include
$23 million of net mark-to-market income. As a result of increased power prices and overall power price
volatility, we recognized $9 million of mark-to-market gains during 2005 associated with options sold during the
period, and $8 million of mark-to-market gains associated with other financial transactions. Additionally, as of
December 31, 2005, we recorded $5 million of incorne related to FTRs that were not desngnated as cash flow
hedges. For the year ended December 31, 2004, our results included $16 million of mark-to-market losses,
primarily related to options and other transactions that econommally hcdged our generauon assets, and were not
accounted for as cash flow hedges. . S e :

Results for our natural gas-ﬁred peaking facilities in GEN-MW improved by $11 million, from a loss of $4
million for 2004 to earnings of $7 million for 2005. This improvement was a result of favorable power pricing,
caused primarily by warm weather and generally higher fuel prices. These factors made it economical to produce
substantially more power than our natural gas-fired facilities produced in 2004. However, our 2005 results also
include a charge of $5 million related to the write-down of spare parts inventory. .
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General and administrative expense for GEN-MW decreased from $38 million in 2004 to $33 million in
2005 largely due to expenses associated with the DMG consent decree in 2004. Depreciation expense increased -
slightly, from $156 million in 2004 to $157 million in 2005, Improved 2005 results at both our coal and natural
gas-fired facilities were offset by a $29 million charge associated with the impairment of a natural gas turbine,
which was sold in 2006, as well as a $7 million charge associated with the write-off of an environmental project.

Power Generation—Northeast Segment. Operating income for GEN-NE was $29 million for the year
ended December 31, 2005, compared to $21 million for the year ended December 31, 2004.

Results from our Roseton, Danskammer and Independence facilities were $71 million for 2005, compared
with $44 million in 2004. Beginning in February 2005, GEN-NE’s results include earnings from the
Independence facility. See Note 3—-Business Combinations and Acquisitions—Sithe Energies beginning on page
F-18 for further discussion of the acquisition of Independence. The addition of Independence and increased
power prices were the primary driver of eamings in 2005, Average on-peak market prices increased from $62 per
MWh in 2004 to $92 per MWh in 2005. Compressed spark spreads for part of the year resulted in lower
production at our Roseton facility, where volumhes fell by 0.5 million MWh from 2004 to 2005. However, during
the times Roseton was running, spark spreads were higher than the previous year. Generated volumes at our
Danskammer facility rose by 0.4 million MWh from 2004 to 2005. The benefit of increased spark spreads was
partly offset by operating expense, which increased from $120 million in 2004 to $139 million in 2003, primarily
as a result of the timing of maintenance projects, as well as an increase in labor costs. GEN-NE’s results included
$12 million of mark-to-market losses and $17 million of mark-to-market gains in 2005 and 2004 respectlvely,
related to financial transactions not designated as cash flow hedges.

General and administrative expense in GEN-NE increased fmm $13 million in 2004 to $22 million in 2005,
primarily as a result of the addition of our Independence facility. Depreciation expense for GEN-NE increased
from $10 million to $21 million, also as the result of the addition of the Independence facility..

Power Generation—South Segment. Operating loss for GEN-SO was $21 million for the year ended
December 31, 2005, compared to a loss of $52 million for the year ended December 31, 2004,

Results from our ERCOT facility improved by $18 million, from a loss of $12 million for 2004 to income of
$6 million for 2005. Power prices in the ERCOT region increased by 57% from 2004 to 2005; and we were also
able to provide additional ancillary services to the market. Results from our peaker assets in the Southeast
increased, from a loss-of $5 mllhon in 2004 to earmngs of $4 million in 2005, as aresult of improved spark
spreads in the region, :

Ihcluded in the 2004 fesults discussed above are $8 million of mark-to-market losses, $3 million of which
relates to hedge ineffectiveness in the ERCOT region, and $5 million of which relates to financial transactions
not designated as cash flow hedges.

General and administrative cxpensé was $11 million in both 2004 and 2005. Depreciation expense
decreased slightly, from $25 million in 2004 to $23 million for 2005.
: I .
Customer Risk Management. Operating loss for the CRM segment was $647 million for 2005. Results for
2005 were impacted by the following items:

¢ $364 million charge associated with the agreement to terminate our Sterlington tolling arrangement.

»  $169 million charge associated with the Sithe Energies acquisition. Prior to the acquisition,
Independence held a power tolling contract and a natural gas supply agreement with our CRM segment.
Upon completion of the purchase, these contracts became intercompany agreements under our GEN-NE
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segment, and were effectively eliminated on a consolidated basis, resulting in the $169 million cha.rge
upon completion of the acquisition.

+  $74 million net losses related to our legacy power positions, brimarily fixed paynients on our remaining
power tolling arrangements in excess of realized margins on power generated and sold.

+  $26 million net mark-to-market loss from our legacy natural gas and emissions positions.

»  $38 million charge related to increased legal reserves. The increased legal reserves resulted from
additional activities during the year that affected management’s assessment of the probable and
estimable loss associated with the applicable proceedings.

These losses were partly offset by a $21 million gain related to the termination of a contract to sell
cmissions allowances.

Results for 2004 were impacted by the following items:

+  $88 million gain associated with the exit of four natural gas transportation agreements in éuppon of our
third party marketing business; offsct by

+ - $115 million charge associated with our entry into a “back-to-back™ power purchase agreement w1th a
. subsidiary of Constellation in November 2004 to mitigate the effect of the Kendall tolling arrangement
through November 2008. _ ;

CRM’s results for 2004 also reflect the impact of fixed payments on our remaining power tolling
arrangements in excess of realized margins on power gencrated and sold and include $10 million in gains
associated with the mark-to-market value of certain legacy natural gas contracts which had previously been
accounted for on an accrual basis.

Other. During 2004, results included operating income of $139 million related to our former REG business.
This includes a $58 million charge related to the sale of Hiinois Power and a $54 million charge for the
impairment of assets.

Finally, results for 2005 include a $236 million charge associated with the settlement of our shareholder
class action litigation and other legal settlement charges totaling $13 million. Results for 2005 also include an
$11 million charge associated with our December 2005 restructuring. Results for 2004 include approximately
$92 million of expenses related to legal and settlement charges. The legal charges resulted from additional
activities during the period that affected management’s assessment of the probable and estimable loss associated
with the applicable proceedings. In addition, 2005 results benefited from lower compensation, insurance and
external consultant costs compared to the same period in 2004..

*
o

- Earnings from Unconsolidated Investments

Total earnings from unconsolidated investments were $2 million for the year ended December 31, 2005,
compared to $192 mllhon for the year ended December 31, 2004, :

Power Generauon—dewest Segment. Earnings from unconsohdatcd investments for GEN-MW were $7
million for the year ended December 31, 2005, compared to $80 million for the year ended December 31, 2004.
Both periods included $7 million of earnings related to our Rocky Road investment, which we then owned jointly
with NRG Energy. 2004 earnings also included a gain of $75 million related to our sale of our 20% interest in the
Joppa power generation facility. Additionally, 2004 earnings included an $8 million impairment related to the
sale of our 50% interest in the Michigan Power generating facility, which, when netted against our earnings from
the investment for 2004, resulted in a $2 million net loss.

Power Generation—South Segment. Losses from unconsolidated investments for GEN-SO were $5 million
for 2005, compared with earnings of $112 million for 2004,
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For 2005, our 50% interest in our investment in Black Mountain (Nevada Cogeneration) reported earnings
of $5 million; however, these earnings were more than offset by a $13 million impairment charge. This charge is
the result of a decline in value of the investment related to the high cost of fuel in relation to a third party power
purchase agreemem through 2023 for 100% of the output of the facility. This agreement provides that Black
Mountain (Nevada Cogeneration) will receive payments that decrease over time. Additionally, in 2005 we
recorded a $10 million impairment charge related to our investment in West Coast Power, related to the sale of
our 50% interest in the investment to our partner, NRG. This charge almost completely offset the $11 million of
2005 earnings from the investment. Finally, 2005 earnings include $6 million of earnings from our investment in
a generating facility located in Panama, which were largely offset by a $4 million impairment charge associated
with the sale of our 50% interest in this facility.

Our West Coast Power investrinent was the primary driver of equity earnings in this segment during 2004,
Total earnings from the investment of $165 million in 2004 were partially offset by an impairment charge of $85
million triggered by the expiration of West Coast Power’s CDWR contract, resulting in net earnings of $80
million. Earnings for 2004 also include a gain of $15 million on the sale of our 50% interest in the Oyster Creek
facility in Texas. In addition to the gain on sale, we reported $5 million of earnings from the Oyster Creek
investment, In September 2004, we sold our 50% interest in the Hartwell facility, resulting in a gain of
approximately $2 million. Our 2004 earnings from Hartwell, including this gain, were $4 million. Our 2004
earnings also included approximately $2 million from Commonwealth, which we sold in the fourth quarter 2004.
Finally, our 2004 earnings included $5 million from our investment in Black Mountain (Nevada Cogeneration).

Other Items, Net

Other items, net totaled $26 million of income in 2005, compared to $9 million in 2004, The increase is
primarily associated with higher interest income in 2005 due to higher cash balances and higher interest rates.

Interest Expense

Interest expense totaled $389 million in 2005, compared to $453 million in 2004. The decrease is primarily
attributable to lower average principal balances in 2005, resulting from the sale of Illinois Power in September
2004, partially offset by the acquisition of Sithe in early 2003, mcrcases in LIBOR and decreased amortization of
debt issuance costs in 2005,

Income Tax Benefit

We reported an income tax benefit from continuing operations of $395 million in 2005, compared to an
income tax benefit from continuing operations of $172 million in 2004. The 2005 effective tax rate was 33%,
compared to 49% in 2004, The 2005 tax benefit includes an $18 million expense and $13 million expense related
to an increase in the valuation allowance associated with capital losses and foreign NOLs, respectively, The 2004
tax benefit includes a $27 million benefit related to a reduction in a deferred tax capital losses valuation
allowance associated with anticipated gains on asset sales and a $9 miilion benefit primarily related to IRS, state
and foreign audits and settlements and other items. Excluding these items from the 2005 and 2004 calculations
would result in effective tax rates of 36% in 2005 and 39% in 2004, In general, differences between these
adjusted effective rates and the statutory rate of 35% result primarily from the effect of certain foreign and state.,
income taxes and permanent differences attributable to book-tax basis differences.

Please read Note 14—Income Taxes beginning on page F-42 for further discussion of our income taxes.

Discontinued Operations

Income From Discontinued Operations Before Taxes. Discontinued operations include our global liquids
business and DMSLP in our former NGL segment, our U.K. CRM business and U.K. natural gas storage assets in
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CRM segment and our communications business in Other and Ellmmatlons The following summarizes the
activity included in income from discontinued operauons : . r

Year Ended December 31, 2005 R
) ! ' U.K. CRM NGL ' Total

' _ ) ‘ : : (In millions)
Operating income included in income from discontinued operations- . ....... .. o $— 0 81,320 $1,320
Earnings from unconsolidated investments included in income from discontinued ‘

OPETALIONS .t i v ans vttt mi e e e e ool S B — 5 5
Other items, net included in income from discontinued operations ... ....... W 6 (22) - (16)
Interest expense included in income from discontinued operations .. . . . e : (53)
Income from discontinued operations before taxes . ............ ... ...t 1,256
Income tax €Xpense ..........c.cooriiiaiinaaenann e - B (35D
Income from discontinued operations. . . ... .. e e - : $ 899

Year Ended December 31, 2004

UK.CRM DGC NGL Tetal
(in millions)

Operating income included in income from discontinued operations ........ § 1° $— $293 §294
Earnings from unconsolidated investments included in income from ' B '
discontinued Operations . . . . ... coiiiteiinann. e e N 10 10

Other items, net included in income from discontinued operations .......... 18 B ) q))]
Interest expense included in income from discontinued operations .......... 27
Income from discontinued operations before taxes ...... e ' N 276
INCOME tAX EXPEISE . o v vttt vaaee e ettt naaae s nanrae et eseens (11D
Income from discontinued operations ... ......... .. ool e $ 165

]

~As further discussed in Note 4—Dispositions, Contract Términations and Discontinued Operations—
Discontinued Operations—Natural Gas Liquids beginning on page F-23, on October 31, 2005, we completed thé
sale of DMSLP. A a result of the sale, and as required by SFAS No. 144, we have reclassified the operations ~
related to DMSLP, which comprised of the remammg operations of our NGL segment, from continuing
operations to discontinued operations. ‘

In 2005, pre-tax income from'discontinued operations of $1,256 million ($899 million aftér-tax) included
$1,250 miilion in pre-tax income attributable to NGL. In 2004, pre-tax income from discontinued operations of
$276 million ($165 million after-tax) included $254 million in pre-tax income attributable to NGL. Included in
NGL’s 2005 pre-tax income was a pre-tax gain on the sale of DMSLP of $1,087 million and income attributable
to ten months of operations. NGL’s pre-tax incdme in 2004 included income attributable to twelve months of
operations, as well as pre-tax gains of $17 million, $16 million and $36 million, respectively, from our
Hackberry LNG, Sherman processing plant and Indian Basin sales, offset by an impairment of $5 million for our
Puckett natural gas treating plant and gathering system due to rapidly depleting reserves assocmted w1th that
facility.

In accordance with EITF Issue 87-24, we have allocated interest expense to discontinued operations
associated with debt insttuments that were required to be paid upon the sale of DMSLP. Interest expense
included in income from discontinued operations, which includes interest incurred on our term loan scheduled to
mature in 2010 and our Generation facility debt scheduled to mature in 2()07 totaled $53 million and $27 million
for 2005 and 2004, respectively. :
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Income Tax Expense From Discontinued Operations. We recorded an income tax expense from
discontinued operations of $357 million in 2005, compared to an income tax expense from discontinued
operations of $111 million in 2004. These amounts reflect effective rates of 28% and 40%, respectively. The
income tax expense in 2005 includes a $121 million benefit associated with reducing a valuation allowance
related 10 our capital loss carryforward, which primarily relates to our third quarter 2002 sale of NNG. We
reduced the valuation allowance as a result of capital gains recognized from our sale of DMSLP. For further
information regarding the sale, please read Note 4—Dispositions, Contract Terminations and Discontinued
Operations—Discontinued Operations—Natural Gas Liquids beginning on page F-23. The income tax expense in
2004 includes $20 million in tax expenses related to the conclusion of prior year tax audits. Excluding these
items, the 2003 and 2004 effective tax rates would be 38% and 33%, respectively. In general, differences
between these effective rates and the statutory rate of 35% result primarily from the effect of certain forengn and
state income taxes and permanent differences attributable to book-tax differences.

Cumulative Effect of Change in Accounting Principle

~ On December 31, 2005, we adopted FIN No. 47. In connection with its adoption, we realized a cumulative
effect loss of approximately $5 million ($7 million pre-tax). For further information, please see Note 2—
Summary of Significant Accounting Policies—Asset Retirement Obligations beginning on page F-11.

2007 Qutlook

Our current porifolio consists primarily of baseload coal assets in GEN-MW and GEN-NE and natural
gas-fired péaking assets throughout GEN-MW and GEN-SO. In addition to the volumes committed under the
contracts resulting from the 1llinois resource procurement auction and power and steam delivery commitments
from our Independence and ERCOT facilities, the output from our facilities is available for other forward sales
opportunities to capture atteactive market prices. To the extent that we choose not to enter into forward sales, the
gross margin from our assets is a function of price movements in the coal, natural gas, fuel oil and power
commodity markets. The only intermediate (combined cycle) assets in our current portfolio are the Independence
and ERCOT natural gas-fired facilities.

In September 2006, we and the LS Entities announced an agreement to, among other things, combine a
portion of the LS Entities’ operating generation portfolio with our current operating assets into a diversified
operating portfolio. The combination, which requires receipt of the required vote of our shareholders and the
satisfaction of other conditions, will yield a more robust and diverse portfolio than either entity possesses
currently. The LS Entities’ portfolio consists primarily of natural gas-fired intermediate (combined cycle) assets
with a significant portion of the output committed under multi-year power purchase agreements or hedged
through financial agreements. The LS Entities’ portfolio includes significant generating capacity located in the
Wesiern Electricity Coordinating Council NERC region, a region that is expected to continue to experience
demand growth but in which we currently own no significant generating assets. The combination will result in a
more balanced portfolio geographically and in terms of fuel type and dispatch characteristics.

] ! '

The following summarizes our outlook for our current power generation business and our customer risk
management business. K ,

Power Generation Business. Generally, we expect that future financial results will continue to reflect
sensitivity to fuel and emissions commodity prices, market structure and prices for electric energy, ancillary
services and capacity, transportation and transmission logistics, weather conditions and in-market asset
availability (IMA). Our commercial tcam actively manages commodity price risk associated with our unsold
power production by entering into forward sales in the prompt one to three months. Decisions regarding longer
term forward sales opportunities to capture attractive market prices are made by the executive management team.
To the extent we do not choose to forward sell energy from our generation fleet, changes in commodity prices
will affect our earnings based on the direction and significance of the commedity price movement.
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GEN- MW. We expect our results to coniinue to be impacted by power prices, fuel pnces, fuel availability
and unit availability. :

In 2007, GEN-MW results will be affected by the delivery obligations resulting from our participation in the
Illinois resource procurement auction. We participated in the Illinois resource procurement auction in September
2006 and were awarded contracts for delivery of up to 1,200 MW into the Ameren portion of the auction for the:
time period from January 1, 2007 through May 31, 2008 and up to an additional 200 MW for the time period
from January 1, 2007 through May 31, 2009. The volumes we expect to deliver under the resulting agreements
are significantly less than the maximum volumes AmerenlP was allowed to take under the AmerenlP contract
that expired at the end to 2006 (1,400 MW max compared to 2,800 MW max). Under the auction contracts, the -
Ameren lllinois Utilities witl continue to have similar volumetric options as AmerenlP had under the contract
which expired at the end of 2006. The power commodity price under the auction-related agreements is higher
than existed under our previous contract (approximately $65/MWh under the auction contract compared to
$30/MWh under the previous contract) as are Dynegy’s costs to manage deliveries. All other volumes which we
produce are available to be sold in the,term or spot markets at prevailing market pricing. We anticipate that the
revenues generated by our Midwest facilities will improve significantly beginning in 2007 with the
implementation of contracts resulting from the auction and the sale of additional volumes into the MISO
wholesale markets at prevailing market prices.

. Another factor impacting our results in the Midwest in 2007 will be the regulatory environment in Illinois.
Within the Illinois political arena, there continues to be challenges to the auction process. There is a possibility of
political, legislative, judicial and/or regulatory actions over the next several months that could alter the auction ,
results substantially. Please read Note lS—Regulatory Issues—Illinois Resource Procurement Auction on page
F-53 for further details. .

Our IMA will also impact GEN-MW’s results. We use IMA to monitor fleet performance over time. This
measure quantifies the percentage of generation for each unit that was available when market prices were .
favorable for participation, IMA is calculated on a unit specific basis as a ratio of dispatchable capacity actually -
available during periods when each unit is scheduled to be available and the megawatt hours resulting from the -
capacity of each facility multiplied by the hours when the market pricing for electricity and fuel and the variable
costs to operate indicate each unit can be profitably dispatched. Through our focus on safe and efficient
operations, we seek to maximize our IMA and, as a result, our revenue generating opportunities. The IMA for
our coal-fired fleet through December 31, 2006 was approximately 88%, compared to 90.4% for the comparable
period of 2005. We attempt to schedule. maintenance and repair work to minimize downtime during peak demand
periods, but only to the extent doing so does not compromise a safe working environment for our employees and
contractors. o . . . '

.

In 2005, DMG entered into a comprehensive, Midwest system-wide settlement with the EPA and other
parties, resolving the environmental litigation related to our Baldwin Energy Complex in Illinois. The settlement
involves substantial emission reductions from our Illinois coal-fired power plants and the completion of several
supplemental environmental projects in the Midwest. Through December 31, 2006, DMG had achieved all of the
emission reductions scheduled to date and was developing plans to install additional emission control equipment
to meet future, more stringent emission limits. DMG recently received a construction permit for a mercury
control project at the Vermilion Power Station that is scheduled for operation by June 30, 2007. Our estimated
costs associated with the consent decree projects, which we expect to incur through 2012, are approximately
$675 million, .

. . : . .

We have diligently worked with our rail service prov1der to decrease our risk of coal dehvery related -
disruptions, including the periodic re-deployment of existing rail assets and coal supplies in an opportunistic .
fashion to provide coal deliveries to our highest margin plants and allow full economic dispatch during peak
demand. At this time, we believe that the core issues which created previous delivery uncertainty are resolved
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and our ability to maintain or build coal inventory at each of our coal-fired facilities continues to be sufficient to
meet forecast requirements.

Through 2010, 97% of our Midwest coal requirements are contracted. Additionally, 98% of our coal
requirements for 2007 and 2008 are contracted at a fixed price. Our longer term results are sensitive to changes in
coal prices to the extent that our current fixed price arrangements expire or are adjusted through contract
re-openers or related provisions. .

In 2007, we are considering selling our 576 MW Bluegrass generatlon facnllty Please rcad “Asset Sale
Proceeds” beginning: on page 53 for further discussion. ' '

GEN-NE. We expect our results to continue to be impacted by power prices, fuel prices, fuel availability -
and unit availability. Spreads between power and fuel costs are expected to remain volatile as fuel prices change
based on demand and weather. This volatility has significant impact on the run-time for the Roseton unit. All of
our coal supply requirements for 2007 are contracted at a fixed price. We continue to maintain sufficient coal and
oil inventories and contractual commitments to provide us with a stable fuel supply.

Additionally, our results could be affected by potential changes in New York state environmental
regulations, as well as our ability to obtain permits necessary for the operation of our facilities. For further
discussion of these matters, please see Note 17—Commitments and Contingencies—Danskammer State Pollutant
Discharge Elimination Systern Permit beginning on page F-48 and Note 17—Commitments and Contingencies—
Roseton State Pollutant Discharge Elimination System Permit beginning on page F-49, respectively.

GEN-80. Our results at the CoGen Lyondell facility will be affected by our contract with Lyondell
Chemical Company (“Lyondell”) which became effective on January 1, 2007. Under this contract, we sell up to
approximately 80 MW of energy and 1.5 million pounds per hour of steam from our CoGen Lyondell
cogeneration facility to Lyondell for an initial term from January 2007 through December 2021 and subsequent
automatic rollover terms of two years each thereafter through December 2046. Incremental annual operating
income associated with this contract is éxpected to range between $40 million to $55 million. The primary
drivers of this. improvement are the adjustmént to the price of steam supplied to Lyondell and our ability to
optimize power and steam generation for the combined Lyondell and CoGen Lyondell facnhty to capture
maximum market potential from the CoGen Lyondell cogeneration facnllty

Our peaking facilities in the South continue to contribute revenue from sales of capacity mainly to local
load-serving entities or wholesale buyers. We currently have the majority of the portfolio capacity committed in
the near-term, and a portion of our portfolio capacity commiited on an annual basis through 2015, We continue to
pursue opportunities to sell additional capacity from these facilities as well as our Lyondell cogeneration facility.
We expect opportunities for capacity sales will develop at times during the year. However, due to the regulated,
non-liquid market in the southeast region, our results will continue to be impacted by our ability to complete
additional sales to a limited poot of buyers for these products and as a result, we anticipate capacity pricing in the
South region will Iag the remainder of the country.

In 2007, we are considering selling our 614 MW CoGen Lyondell and our 539 MW Heard County -
generation facility. Please read “Assét Sale Proceeds” beginning on-page 53 for further discussion.

CRM. Our CRM business’ future results of operations will be impacted by our ability to complete cur exit
from this business. Our CRM business remains a party to certain legacy natural gas, power and emission
transactions, most of which have been hedged. Although we continue to work diligently to minimize the financial
impact of the CRM segment, we expect to continue to incur cash outflows associated with these legacy
transactions. We are proactively working with our customers to exit the remainder of our obligations on
economically favorable terms. !
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CASH FLOW DISCLOSURES

The following table includes data from the operating section of the consolidated statements of cash flows
and includes cash flows from our discontinued operations, which are disclosed on a net basis in income from
discontinued operations, net of tax expense, in the consolidated statements of operations:

Years Ended December 31,
2006 2005 2004
(in millions) .

Operating cash flows from our generation businesses .................. . ..ccoa $698 5472 3421
Operating cash flows from our customer risk management business ................. (461) (2. (37D
Operating cash flows from our natural gas liquids business .. .................. . — 288 278
Operating cash flows from Illinois Power ............ ... . ... it t. — — 213
Other operating cash flows .. .. ... . . i i i i e (431) (769) (536)
Net cash provided by (used in) operating activities ...............cocveniniee.n. . (194 $ (30§ 5

Operating Cash Flow. Our cash flow used in operations totaled $194 million for the twelve months ended
December 31, 2006. During the period, our power generation business provided positive cash flow from
operations of $698 million primarily due to positive earnings for the period, increases in working capitat due to
returns of cash collateral postings and decreased accounts receivable balances. Our CRM business used
approximately $461 million in cash primarily due to (i) a $370 million termination payment on our Sterlington
tolling contract, (ii) a $44 million settlement payment to resolve claims relating to a former Master Netting Setoff
Security Agreement with Enron, and (iii) a $37 million settlement of class action claims by California parties
alleging price manipulation and false reporting of natural gas trades by our former gas trading business. Please
read Note 4—Dispositions, Contract Terminations and Discontinued Operations—Dispositions and Contract
* Terminations——Sterlington Contract Termination on page F-21 for further information. Other and Eliminations
includes a use of approximately $431 million in cash primarily due to interest payments to service debt and
general and administrative expenses, partially offset by interest income on cash balances and the receipt of
approximately $20 million associated with the resolution of a legal dispute. -

Our cash flow used in operations totaled $30 million for the twelve months ended December 31, 2005, -
During the period, our power generation business provided positive cash tlow from operations of $472 million,
due primarily to positive earnings for the period as well as the return of cash collateral of approximately $66
million during 2005. This was offset by increased accounts receivable balances due to higher prices at ‘
December 31, 2005 as compared to December 31, 2004, Our customer risk management business had cash
outflows of approximately $21 million, due primarily to fixed payments associated with the former Sterlington
and Gregory power tolling arrangement and our final payment of $26 million related to our exit from four long-
term natural gas transportation contracts. This was offset partially by the return of approximately $43 million of
cash collateral during 2005. Our discontinued natural gas liquids business provided cash flow from operations of
$288 million due primarily to positive earnings for the period as well as the return of cash collateral. Other and
Eliminations included a use of approximately $769 million in cash due primarily to our payments of $255 million
in connection with the settlement of the sharcholder class action litigation, interest payments to service debt,
pension plan contributions of approximately $31 million, state tax payments and general and administrative
expenses. : :

Our cash flow provided by operations totaled $5 million for the twelve months ended December 31, 2004.
During the period, our power generation business provided positive cash flow from operations of $421 million
due primarily to positive earnings for the period and increased business activity, partially offset by increased cash
collateral posted in lieu of letters of credit. Our customer risk management business used approximately $371
million in cash due primarily to fixed payments associated with the aforementioned power tolling arrangements
and related natural gas transportation agreements, a $117.5 million payment related to the restructuring of the
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Kendall toll, increased cash collateral posted in lieu of letters of credit and our exit from four long-term natural
gas transportation contracts. Our discontinued natural gas liquids business provided cash flow from operations of
$278 million due primarily to positive earnings, partially offset by increased prepayments due to higher sales.
Ilinois Power provided cash flow from operations of $213 million due primarily to positive earnings for the
period. Other and Eliminations includes a use of approximately $536 million in cash due primarily to interest
payments to service debt, settlement payments and general and administrative expenses.

Capital Expend_itures and Investing Activities. Cash provided by investing activities during the twelve
months ended December 31, 2006 totaled $358 million. Capital spending of $155 million was primarily
comprised of $101 million, $22 million, and $24 million in the GEN-MW, GEN-NE, and GEN-S0 segments,
respectively. The capital spending for each segment primarily related to maintenance and environmental capital
projects, In addition, there was approximately $8 million of capital expenditures in the Other segment,

Proceeds from the sale and acquisition of unconsolidated investments, net of cash acquired, totaled $165
million in 2006. This included net cash proceeds of $205 million from the sale of our 50% ownership interest in
West Coast Power to NRG. Please read Note 4—Dispositions, Contract Terminations and Discontinued’
Operations—Dispositions and Contract Terminations—West Coast Power for further information. This was
partially offset by a payment of $45 million for our acquisition of NRG’s 50% ownership interest in Rocky Road,
which included $5 million of cash on hand. Please read Note 3—Business Combinations and Acquisitions—
Rocky Road for more information. :

Proceeds from assets sales, net totaled $227 million in 2006 and primarily consisted of proceeds from the
sale of our Rockingham facility for $194 million. Please read Note 4-—- Dispositions, Contract Terminations and
Discontinued Operations—Dispositions and Contract Terminations—Rockingham for more information. In
addition, we received proceeds of $15 million associated with the sale of our natural gas liquids business in 2005.
Please read Note 4— Dispositions, Contract Terminations and Discontinued Operations—Discontinued
Operations—Natural Gas Liquids for more information. We also received proceeds of $14 million associated
with the sale of a natural gas turbine that was not-in use.

The decrease in restricted cash of $121 million related primarily to the return of our $335 million deposit
associated with our former cash collateralized facility, offset by a $200 miltion deposit associated with our new
cash collateralized facility and a $i4 million increase in the Independence restricted cash balance,

Cash provided by investing activities during the twelve months ended December 31, 2005 totaled $1,824
million. Capital spending of $195 million was primarily comprised of $113 million, $21 million, $9 million and
$45 million'in the GEN-MW, GEN-NE, GEN-SO and NGL segments, respectively. The capital spending for our
GEN-MW segment primarily related to capital maintenance projects, as well as $17 million and $10 million in
development capital associated with the completion of the Vermilion and Havana PRB conversions, respectively.
Capital spending for our GEN-NE and GEN-SO segments primarily related to maintenance and environmental
projects, Capital spending in our NGL segment primarily related to capital maintenance projects and
wellconnects.

The cost to acquire Sithe Energies, net of cash proceeds, totaled $120 million. The increase in restricted
cash of $353 million related primarily to a $335 million deposit associated with our cash collateralized facility, as
well as an $18 million increase in the Independence restricted cash balance.

Net cash proceeds from asset sales of $2,488 million consisted of the following items:

+  $2.382 million; net of transaction costs, {from the sale of DMSLP;

* a2 $100 million return of funds held in escrow, offset by a $5 million payment to Ameren associated with
a working capital adjustment, both of which related to the sale of Illinois Power; and

+* $10 million from the sale of land at our Pdrt Everglades facility.
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Net cash provided by investing activities during 2004 totaled $262 million. Capital spending of $311 million
was.comprised primarily of $113 million, $17 million, $15 million, $61 million and $92 million in the -
GEN-MW, GEN-NE, GEN-SO, NGL and REG segments, respectively. The capital spending for our GEN-MW
segment primarily related to capital maintenance projects, as well as approximately $41 million related to
developmental projects. Capital spending for our GEN-NE and GEN-SO primarily related to maintenance and
environmental projects. Capital spending in our NGL segment related primarily to maintenance capital projects
and wellconnects, as well as approximately $21 million on developmental projects. Capital spending in ourREG
segment related primarily to projects intended to maintain system reliability and new business services.

Net cash proceeds from dsset sales of $576 million consisted of the following items:

$217 million from the sale of Illinois Power, net of cash retained by Illinois Power of $52 million;

$152 million from the salé of our equity investments in the Oyster Creek, Hartwell, Michigan Power,
Jamaica and Commonwealth generating facilities;

$99 million from the sale of Joppa; o

$48 million from the sale of Indian Basin;

$34 million from the sale of Sherman;

$17 million from the sale of our remaining financial interest in the Hackberry LNG project; and
$9 million from the sale of PESA’ ‘

The cash proceeds were partially offset by $3 million of capitalized business acquisition costs incurred in
connection with the Sithe Energies acquisition.

Financing Activities. Cash used in financing activities during the twelve months ended December 31, 2006
totaled $1,342 million. Repayments of long-term debt totated $1,930 million for the twelve months ended
December 31, 2006 and consisted of the following payments:

$900 million in aggregate principal amount on our 10.125% Second Priority Senior Secured Notes due
2013,

$614 million in aggregate principal amount on our 9.875% Second Priority Senior Secured Notes due
2010; ' C

$225 million in aggregate principal amount on our Second Priority Senior Secured Floating Rate Notes
due 2008; : :

$150 million in aggrcgate principal amount on our Term Loan;
$23 million in aggregate principal-amount on our 7.45% Senior Notes due 2006; and

$18 million in aggregate principal amount on our 8.50% secured bonds due 2007.

Debt conversion costs of $249 million consisted of the following payments:

L]

$204 million to redeem the Second Priority Senior Secured Notes mentioned above, including
approximately $3 million of transaction costs;’ '

$44 million aggregate prcmlum to induce conversmn of our $225 million 4.75% Converuble
Subordinated Debentures due 2023; and

$1 million in transaction costs associated with the redemption of our Series C Preferred.

The repayments were partially offset by $I,07i million of proceeds from the following sources, net of
approximately $29 million of debt issuance costs:

$750 million aggregate principal amount from a private offering of our 8.375% Senior Unsecured Notes
due 2016; :
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*  $200 million, letter of credit facility due 2012; and “ ‘ .
*  $150 million, term loan due 2012. | |

Proceeds from the issuance of common stock consisted primarily of approximately $178 million in proceeds
from a public offering of 40.25 million shares of our Class A common stock at $4.60 per share, net of
underwriting fees. Dividend payments totaling $l7 million were also made on our Series C Preferred prior to its
redemption. :

Cash used in financing activities during the twelve months ended December 31, 2005 totaled $873 million.
Repayments of long-term debt totated $1,432 million for the twelve months ended December 31, 2005 and
consisted of the following payments:

+  $600 million aggregate principal amount outstanding under a revolver due May 2007;

*  $597 million on the term loan;

* 5183 million on the Riverside facility debt;

*  $34 million on the Independence Senior Notes due 2007; and

+ %18 million on a maturing series of DHI senior notes.

The repayments were partially offset by proceeds from the October 2005 draw-down on the $600 million
aggregate principal outstanding revolver due May 2007, Cash used in financing activities also includes semi-

annual dividend payments totaling $22 million on our Series C Preferred and distributions of $25 million 10
minority interest owners. :

Net cash used in financing activities during 2004 totaled $115 million. Our financing cash outflows were
primarily related to repayments of long-term debt totaling $650 million and consisted primarily of the following
payments:

¢ $223 million to redeem the outstanding Chevron junior notes; ’
* 3185 million under our ABG Gas Supply financing; :
«  $95 million for a maturing series of Illinova senior notes;
"« $78 miltion on the Tilton capital lease; and’
+  $65 mlllmn on Illinois Power’s transitional fundmg trust notes
These repayments of long-term debt were offset by proceeds from our $600 million aggregate principal
outstanding secured term loan, net of issuance costs of $19 million. We made semi-annual dividend payments

totaling $22 million on our Series C Preferred and made dlSlIlbllthl’lS to minority 1nterest owners totalmg $32
million.

SEASONALITY

Our revenues and operating income are subject to fluctuations during the year; primarily due to the impact
seasonal factors have on sales volumes and the prices of power and natural gas. Power marketing operations and
generating facilities have higher volatility and demand, respectwe]y, in the summer cooling months. This trend
may change over time as demand for natural gas increases in the summer months asa result of increased natural
gas-fired electricity generation.

CRITICAL ACCOUNTING POLICIES

Our Accounting Department is responsible for the development and application of accounting policy and
control procedures. This department conducts these activities independent of any active management of our risk
exposures, is independent of our business segments and reports to the Chief Financial Officer.
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_The process of preparing financial statements in accordance with GAAP requires our management to make
estimates and judgments. It is possible that materially different amounts could be recorded if these estimates and
judgments change or if actual results differ from these estimates and judgments. We have identified the following
six critical accounting policies that require 2 significant amount of estimation and judgment and are considered to
be lmportam to the portrayal of our financial position and results of operations:

. Rcvcnue Recognlllon and Valuation of Rlsk Managcment Assels and Liabilities;

. Valuauon of Tangible and Intangible Asscls

" Estimated Useful Lives; - L e
«  Accounting for Contingencies, Guarantees and Indemnifications;
* ' Accounting for Income Taxes; and

* Valuation of Pension and Other Post-Retirement Plans Assets and Liabilities.

Revenue Recognition and Valuation of Risk Management Assets and Liabilities

We utilize two comprehensive accounting models'in reporting our consolidated financial position and
results of operations as required by GAAP—an accrual model and a fair value model. We determine the
appropriate model for our operations based on gu:dance provided in' applicable accounting standards and
positions adopted by the FASB or the SEC. \ .

The accrual model is used to account for substantially all of the operations conducted in our GEN-MW,
GEN-NE and GEN-SO segments. These segments consist largely of the ownership and operation of physical
assets that we use in various generation operations. We earn revenue from our facilities in three primary ways:
(1) sale of energy generated by our facilities; (2) sale of ancillary services, which are the products of a generation
facility that support the transmlssmn grid operation, allow generation to follow real-time changes in load, and
prov1de emergency reserves for major changes to the balance of generation-and load; and (3) sale-of capacity. We
recogiize revenue from these transactions and transactions from our legacy busmesscs when the product or
service is delivered to a customcr -

PN Co o v o ' I ! L4 .

* The fair value modél is used to account for forward physical and financial transactions, which meet the
definition of a derivative contract as defined by SFAS No. 133, “Accounting for Derivative Instruments and
Hedging Activities”, as amended, (SFAS No. 133). The criteria are complex, but generally require these
contracts to relate to future periods, to contain fixed price and volume components and to have terms that require
or permit net seitlement of the contract in cash or the equivalent. SFAS No. 133 concluded that these contracts
should be accounted for at fair value. In part, this conclusion is based on the cash settlement provisions in these
agreements, as well as the 'volatility in commodity prices, interest rates and, if applicable, foreign exchange rates,
which impact the valuation of these contracts. Since these transactions may be settled in cash or the equivalent,
the value of the assets and liabilities associated with these transactions is reported at estimated settlement value
based on current forward prices and rates as of each balance sheet date. '

1 . . . L l Lo - .

Typically, derivative contracts can be accounted for in three different ways: (1) as an accrual contract, if the
criteria for the “normal purchase normal sale” exception are met and documented; (2) as a cash flow or fair value
hedge, if the criteria are met and documented; or (3) as a mark-to-market contract with changes in fair value
recognizedin current period earnings. Generally, we only. mark-to-market through earnings our derivative
contracts if they do not qualify for the “normal purchase normal sale” exception or as a cash flow hedge. Because
derivative contracts can be accounted for in three different ways, and as the “normal purchase normal sale”
exception and cash flow and fair value hedge accounting are elective, the accounting treatment used by another

party for a similar transaction could be different from the accounting treatment we use.

In order to estimate the fair value of our portfolio of transactions, which meet the definition of a derivative
and do not qualify for the “normal purchase normal sale” exception, we use a liquidation value approach .
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assuming that the ability to transact business in the market remains at historical levels. The estimated fair value
of the portfolio is computed by multiplying all existing positions in the portfolio by estimated prices, reduced by
a time value of money adjustment and reserves for credit and price. The estimated prices in this valuation are
based either on (1) prices obtained from market quotes, when there are an adequate number of quotes to consider
the period liquid, or, if market quotes are unavailable or the market is not considered liquid, (2) prices from a
proprietary model which incorporates forward energy prices derived from market quotes and values from
previously executed transactions. The amounts recorded as revenue change as these estimates are revised to
reflect actual results and changes in market conditions or other factors, many of which are beyond our control. In
addition, due to assumptions inherent to the modeling process, the fair valee determined by another party could
differ significantly from the amounts included in our financial statements.

Please read Note 6—Risk Management Activities and Financial Instruments beginning on page F-26 for
further discussion of our accounting for risk management instruments.

Valuation of Tangible and Intangible Assets -

We evaluate long-lived assets, such as property, plant and equipment and investments, when events or
changes in circumstances indicate that the carrying value of such assets may not be recoverable. Factors we
consider important, which could mgger an impairment analysis, include, among others:

+ significant underperformance relative to historical or projected future operating results;

* significant changes in the manner of our use of the assets or the strategy for our overall business;

'

+ significant negative industry or economic trends; and

+ significant declines in stock value for a sustained period.

We assess the carrying value of our property, plant and equipment in accordance with SFAS No. 144, If an
impairment is indicated, the amount of the impairment loss recognized would be determined by the amount the
book value exceeds the estimated fair value of the assets. The estimated fair value may include estimates based
upon discounted cash-flow projections, recent comparable market transactions or quoted prices to determine if an
impairment loss is required. For assets identified as held for sale, the book value is compared to the estimated
sales price less costs to sell. There is a significant amount of judgment involved in cash-flow estimates, including
assumptions regarding market convergence, discount rates and capacity. The assumptions used by another party
could differ significantly from our assumptions. Please read Note 5—Restructuring and Impairment Charges
begmmng on page F-24 for discussion of impairment charges we recogmzed in 2006, 2005 and 2004,

We follow the guidance of APB 18, “The Equity Method of Accounlmg for Investments in Common
Stock”, SFAS No. 115, “Accounting for Certain Investments in Debt and Equity Securities”, (SFAS No. 115),
and EITF Issue 02-14, “Whether an Investor Should Apply the Equity Method of Accounting to Investments
Other Than Common Stock”, (EITF 02-14), when reviewing our investments. The book value of the investment
is compared to the estimated fair value, based either on discounted cash flow projections or quoted market prices,
if available, to determine if an impairment is required. We record a loss when the decline in value is considered
other than tempdrary. L '

. - N oy, . - . N . N

Our assessments regarding valuation of tangible and intangible assets are subject to estimates and judgment
of management. Market conditions, energy prices, estimated useful lives of the assets, discount rate assumptions
and legal factors impacting our business may have a significant effect on the estimates and judgment of .
management. If different judgments were applled estimates could differ significantly. Actual results could vary
materially from these estimates.

Please read Note 1 1—Intangible Assets beginning on page F-35 for further discussion of our accounting for
intangible assets.
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Estimated Useful Lives

The estimated useful lives of our long-lived assets are used to compute depreciation expense, future AROs
and are used in impairment testing. Estimated useful lives are based, among other things, on the assumption that
we provide an appropriate level of capital expenditures while the assets are still in operation. Without these
continued capital expenditures, the useful lives of these assets could decrease significantly. Estimated lives could
be impacted by such factors as future energy prices, environmental regulations, various legal factors and
compeiition. If the useful lives of these assets were found to be shorter than originally estimated, depreciation
expense may increase, liabilities for future AROs may be insufficient and impairments in carrymg values of
tangible and intangible assets may result. : . . :

v [l

Please read Note 9—Property, Plant and Equipment begmnmg on page F-3l for further discussion of our
estimated useful lives.

Accounting for Contingencies, Guarantees and Indemnifications :

We are Iihvolve'd in numerous lawsuits, claims, proceedings, and tax-related audits in the normal course of
our operations. In accordance with SFAS No. 5, “Accounting for Contingencies” (SFAS No. 5), we record a loss
contingency for these matters when it is probable that a liability has been incurred and the amount of the loss can
be reasonably estimated. We review our loss contingencies on an ongoing basis to ensure that we have
appropriate reserves recorded on our consolidated balance sheets as required by SFAS No. 5. These reserves are
based on estimates and judgments made by management with respect to the likely outcome of these matters,
including any applicable insurance coverage for litigation matters, and are adjusted as circumstances warrant.
Our estimates and judgment could change based on new information, changes in laws or regulations, changes i in
management’s plans or intentions, the outcome of legal proceedings, settlements or other factors. If different
estimates and Judgments were applied with respect to these matters, it is likely that reserves would be recorded
for different amounts. Actual results could vary malcnally from these reserves.

Liabilities are recorded when an environmental assessment indicates that remedial efforts are probable and
the costs can be reasonably estimated. Measurement of liabilities is based, in part, on relevant past experience,
currently enacted laws and regulations, existing technology, site-specific costs and cost-sharing arrangements,
Recognition of any joint and several liability is based upon our best estimate of our final pro-rata share of such
liability. These assumptions involve the judgments and estimates of management and any changes in
assumptions could lead to increases or decreases in our ulumate liability, with any such changes recognized
immediately in earnings.

We follow the guidance of FIN No. 45, “Guarantor’s Accounting and Disclosure Requirements for
Guarantees, Includmg Indirect Guarantees of Indebtedness of Others” (FIN No. 45), for disclosure and
accounting of various guarantees and indemnifications entered into during the course of business. When a
guarantee or indemnification subject to FIN No. 45 is entered into, an estimated fair value of the underlying
guarantee or indemnification is recorded. Some guarantees and indemnifications could have significant financial
impact under certain circumstances, however management also considers the probability of such circumstances
occumng when estimating the fair value. Actual results may materially differ from the estimated fair value of
such guarantees and mdemmﬁcauorls

Under the provisions of SFAS No. 143, “Asset Retirement Obligations” (SFAS No. 143) and FIN No. 47
“Accounting for Conditional Asset Retirements” (FIN No. 47), we are required to record the present value of the
future obligations to tetire tangible, long-lived assets 'on our consolidated balance sheets as liabilities when the
liability is incurred. Significant judgment is involved in estimating our future cash flows associated with such
obligations, as well as the ultimate timing of the cash flows. If our estimates for the amount or timing of the cash
flows change, the change may have a matenal impact on our results of operatlons

Please read Note 2—Summary of Slgmﬁcant Accounting Policies—Asset Reurement Obligations beglnmng
on page F-11 for further discussion of our accounting for AROs. o '
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Accounting for Income Taxes

We follow the guidance in SFAS No. 109, “Accounting for Income Taxes” (SFAS No. 109}, which requires
that we use the asset and liability method of accounting for deferred income taxes and prov1de deferred income
taxes for all significant temporary differences. -

As part of the process of preparing our consolidated financial statements, we are required to estimate our
income taxes in each of the jurisdictions in which wé operate. This process involves estimating our actual current
tax payable and related tax expense together with assessing temporary differences resulting from differing tax
and accounting treatment of certain items, such as depreciation, for tax and accounting purposes. These
differences can result in deferred tax assets and liabilities, which are included within our consolidated balance
sheets. :

We must then assess the likelihood that our deferred tax assets will be recovered from future taxable income
and, to the extent we believe that it is more likely than not (a likelihood of more than 50%) that some portion or
all of the deferred tax assets will not be realized, we must establish a valuation allowance. We consider all
available evidence, both positive and negative, to determine whether, based on the weight of the evidence, a
valuation allowance is needed. Evidence used includes information about our current financial position and our
results of operations for the current and preceding years, as well as all currently avaitable information about
future years, anticipated future performance the reversal of defcrred tax liabilities and tax planning stratcgles

Management believes future sources of taxable income, reversing temporary differences and other tax
planning strategies will be sufficient to realize deferred tax assets for which no reserve has been established.
While we have considered these factors in assessing the nced for a valuation allowance, there is no assurance that
a valuation allowance would not need to be established i in the future if information about future years changes.
Any change in the valuation allowance would impact our income tax benefit (expense) and net income (loss) in -
the period in which such a determination is made.

Please read Note 14—Income Taxes beginning on page F-42 for further discussion of our accounting for
income taxes and any change in our valuation allowance.

Valuation of Pension and Other Post-Retirement Plans Assets and Liabilities

Our pension and other post-retirement benefit costs are developed from actuarial valuations. Inherént in
these valuations are key assumptions including the discount rate and expected long-term rate of return on plan
assets. Material changes in our pension and other post-retirement benefit costs may occur in the future due to
changes in these assumptions, changes in the number of plan participants and changes in the level of benefits
provided. .

The discount rate is subject to change each year, consistent with changes in applicable high-quality, long-
term corporate bond indices. Long-term interest rates increased during 2006. Accordingly, at December 31, 2006,
we used a discount rate of 5.87% for pension plans and 5.90% for other retirement plans, an increase of 35 and
37 basis points, respectively, from the 5.52% for pension plans rate and 5.53% for other'retiremcnt plans rate
used as of December 31, 2005. This increase in the discount rate decreased the underfunded status of the plans by
$13 million.

Effective December 31, 2005, we changed to a yield curve approach for determining the discount rate.
Projected benefit payments were matched against the discount rates in the Citigroup Pension Discount Curve to
produce a weighted-average equivalent discount rate of 5.52% for the pension plans and 5.53% for the other
post-retirement plans. In prior years, the discount rate we used was based on Moody’s Aa Corporate Bond Rate.
We changed our methodology because we believe the yield curve approach is a more accurate estimate of plan
liabilities particularly due to the significant change in the composition of the participants in our pension and other
retirement plans as a result of the sales of DMSLP and lilinois Power. . ‘
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The expected long-term rate of return on pension plan assets is selected by taking into account the asset mix
of the plans and the expected returns for each asset category. Based on these factors, our expected long-term rate
of return as of January 1, 2007 and 2006 was 8.25%. c

~ We adopted SFAS No. 158, “Employers’ Accounting for Defined Benefit Pension and Other Postretirement
Plans—an amendment of FASB Statements No. 87, 88, 106 and 132 (R)” (SFAS No. 158), on December 31,
2006. On December 31, 2006, our annual measurement date, the accumulated benefit obligation related to our
pension plans exceeded the fair value of the pension plan assets (such excess is referred to as an unfunded
accumulated benefit obligation). Under the provisions of SFAS No. 158, we recorded an adjustment to +
accumulated other comprehensive income of approximately $56 million upon adoption. -

A relatively small difference between actual results and assumptions used by management may have a
material effect on our financial statements. Assumptions used by another party could be different than our
assumptions. The following table summarizes the sensitivity of pension expense and our projected benefit
obligation, or PBO, to changes in the discount rate and the expected long-term rate of return on pension assets:

Impacton
PBO, Impact
December 3, on 2007
2006 Expense
. ) (in millions)
Increase in Discount Rate—50 basispoints ..............c i $(16) $(2)
Decrease in Discount Rate—50 basis points ............. e e s 18 2.
Increase in Expected Long-term Rate of Return—50 basis points ", . .. e — (1)
Decrease in Expected Long-term Rate of Return—>50 basis points ................... — 1

We expect to make $25 million in cash contributions related to our pension plans during 2007. In addition, it
is likely that we will be required to continue to make contributions to the pension plans beyond 2007. Although it
is difficult to estimate these potential future cash regairemerits due to uncertain market conditions, we currently
expect that the cash requirerhents would be approximately $29 million in 2008 and $10 million in 2009.

Please read Note 20—Employee Compensation, Savings and Pension Plans beginning on page F-61 for
further discussion of our pension-related assets and liabilities.

RECENT ACCOUNTING PRONOUNCEMENTS

See Note 2—Summary of Significant Accounting Policies—Accounting Principles Adopted beginning on
page F-16 for a discussion of recently issued accounting pronouncements affecting us. Specifically, we adopted
SFAS No. 123(R), and SFAS No. 154, “Accounting Changes and Error Corrections—A Replacement of APB
Opinion No. 20 and SFAS No. 3", on January 1, 2006 and SFAS No. 158 on December 31, 2006. We adopted
EITF Issue 05-6, “Determining the Amortization Period for Leasehold Improvements”, and FSP FIN No. 45-3,
“Application of FASB Interpretation No. 45 to Minimum Revenue Guarantees Granted to a Business or Its
Owners”, on January 1, 2006. We adopted FIN No. 47 on December 31, 2005. We adopted EITF issue 04-8,
EITF Issue 02-14 and certain provisions of FIN No. 46R on January 1, 2004.

‘
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RISK-MANAGEMENT DISCLOSURES

The following table provides a reconciliation of the risk-management data on the consolidated balance sheets:

\ As of and for the
Year Ended
. December 31, 2006
x . (in millions)
Balance Sheet Risk-Management Accounts .
Fair value of portfolio at January 1,2006 ...... .. . ... ... . . .. i $(112)
Risk-management losses recognized through the income statement in the period, net ........ 39
Cash paid related to risk-management contracts settled in the period, net .. ................ {22)
Changes in fair value as a result of a change in valuation technique (1) ................... —
Non-cash adjustments andother (2) ...o................. e e ee. T iS_
Fair value of portfolio at December 31,2006 ..................... e $ 53

(1) Our modeling methodology has been consistently applied.
(2) This amount consists of changes in value associated with cash flow hedges on forward power sales and fair
‘value hedges on debt.

The net risk-management asset of $53 million is the aggregate of the following line items on the
consolidated balance sheets: Current Assets—Assets from risk-management activities, Other Assets—Assets
from risk-management activities, Current Liabilities—Liabilities from risk-management activities and Other
Liabilities—Liabilities from risk-management activities.

Risk-Management Asset and Liability Disclosures

. The following table depicts the mark-to-market value and cash flow components, based on contract terms,
of our net risk-management assets and liabilities at December 31, 2006. As opportunities arise to monetize
positions that we believe will result in an economic benefit to us, we may receive or pay cash in periods other
than those depicted below, . o ‘ L

Net Risk-Management Asset and Liability Disclosures

Total 2007 2008 2009 2010 2011 Thereafter
‘ T T (nmilions)
Mark-to-Market (1)(3) ................. PP " $(44) $(45) $(3) $— S$— $I $3
Cash FIOW (2) « . ooe ettt e (43) @5 @ — — 1 5

o

{1) Mark-to-market reflects the fair value of our risk-management asset position, which considers time value,
credit, price and other reserves necessary Lo determine fair value. These amounts exclude the fair value
associated with certain derivative instruments designated as hedges. The net risk-management asset at
December 31, 2006 of $53 million on the consolidated balance sheets includes the $44 million liability
herein offset by hedging instruments. Cash flows have been segregated between periods based on the
delivery date required in the individual contracts.

(2) Cash flow reflects undiscounted cash inflows and outflows by contract based on the tenor of individual
contract position for the remaining periods. These anticipated undiscounted cash flows have not been
adjusted for counterparty credit or other reserves. These amounts exclude the cash flows associated with
certain derivative instruments designated as hedges.

(3} Our mark-to-market values at December 31, 2006 were derived solely from market quotations instead of the
combination of long-term valuation models and market quotations used in prior years.
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Derivative Contracts . S . .

The absolute nouonal contract amounts assomated with our commodity risk-management, interest rate and
foreign curréncy exchange contracts afe discussed in Item TA. Quantltauve and Quahtatlve Disclosures About
Market Rlsk below:

. 4
’ +

Item 7A. Quantitative and Qualitative Disclosures About Market Risk

We are exposed to commodity price variability related to our power generation business and legacy trading
portfolio. In addition, fuel requirements at our power generation facilities represent additional commodity price
risks to us. In order to manage these commodity pnce risks, we routmely utilize various fixed-price forward
purchase and sales contracts, futures and option contracts traded on the New York Mercantlle Exchangc and
swaps and opnons traded in the over-lhe-counter financial markcts to: _

* manage and hedge our fixed-price purchase and sales commntments

. reduce our exposure to the volatility of cash market prices; and

¥

¢ hedge our fuel reqmrements for our generating facilities. - i

The potential for changes in the market value of our commodity, interest rate and currency portfolios is
referred to as “market risk”. A description of each market risk category is set forth below:

» commodity price risks result from exposures to changes in spot prices, forward prices and volatilities in
" commodities, such as electricity, natural gas, coal, fuel oil, emissions and other similar products;

« interest rate risks primarily result from exposures to changes in the level, slope and curvature of the
yield curve and the volatility of interest rates; and

« currency rate risks result from exposures to changés in spot prices, forward prices and volatilities in
currency rates.
In the past, we have attempted to manage these market risks through diversification, controlling position
sizes and executing bedging strategies. The ability to manage an exposure may, however be limited by adversc

changes in market liquidity, our credit capacity or other factors. .

VaR. In addition to applying business judgment, we use a number of quantitative tools to monitor our
exposure to market risk. These tools include stress and'scenario analyscs performed penodncally that measure the
potential effects of various market events. - . :

The modeling of the risk characteristics of our mark-to—market portfolio mvolves a number of assumptions
and approximations. We estimate VaR using a JP Morgan RiskMetrics™ approach assuming a one-day holding
period. Inputs for the VaR calculation are prices, positions, instrument valuations and the variance-covariance
matrix. VaR does not account for liquidity risk or the potential that adverse market conditions may prevent
liquidation of existing market positions in a timely fashion. While management believes that these assumptions
and approximations are reasonable, there is no uniform industry methodology for estimating VaR, and different
assumptions and/or approximations could produce materially different VaR estimates.

e L . - Lo . . . E

We use historical data to estimate our VaR and, to better reflect current asset and liability volatilities, this
historical data is weighted to give greater importance to more recent observations. Given our reliance on
historical data, VaR is effective in estimating risk exposures in markets in which there are not sudden
fundamental changes or shifts in market conditions. An inherent limitation of VaR is that past changes in market
risk factors, even when weighted toward more recent observations, may not produce accurate predictions of
future market risk. VaR should be evaluated in light of this and the methodology’s other limitations.




VaR represents the potential loss in value of our mark-to-market portfolio due to adverse market movements
over a defined time honzon within a specified confidence level. For the VaR numbers reported below, a one-day
time horizon and a 95% confidence level were used. This means that there i is a one in 20 statistical chance that
the dally ponfollo value will fall below the expected maximum potential reduction in portfolio value at least as
large as the reported VaR. Thus, a change in portfolio value greater than the expected change in portfolio value
on a single trading day would be anticipated to occur, on average, about once a month. Gains or losses on a
single day can exceed reported VaR by significant amounts. Gains or losses can also accumulate over a longer
time horizon such as a number of consecutive trading days. ,

In addltlon we have provided our VaR using a one-day time horizon and a 99% confidence level. The
purpose of this disclosure is to provide an indication of earnings volatility using a higher confidence level, Under
this presentation, there is a one in 100 statistical chance that the daily portfolio value will fall below the expected
maximum potential reduction in portfolio value at Neast as large as the reported VaR. We have also disclosed a
two-year comparison of daily VaR in order to provide context for the one-day amounts.

The following table sets forth the aggregate daily VaR and average VaR of the mark-to-market portion of
our generation business and legacy trading portfolios.

Daily and Average VaR for Mark-to-Market Portfolios

' ) ' ' ' *  December 31, December 31,

. . 2006 - 2005
(in millions)
One Day VaR—95% Confidence Level ... .00 ... ....... e $1 $5
One Day VaR—99% Confidence Level .................. e S $1 $6
Average VaR for the Year-to-Date Period—95% Confidence Level .............. $3 $7

Credit Risk. Credit risk represents the loss that we would incur if a counterparty fails to perform pursuant to
the terms of its contractual obligations. To reduce our credit exposure, we execute agreements that permit us to
offset receivables, payables-and mark-to-market exposure. We attempt to further reduce credit risk with certain
counterparties by obtaining third party guarantees or collateral as well as the right of termination in the event of
default.

0
1

Our Credit Department, based on guidelines approved by the Board of Directors, establishes our -
counterparty credit limits. Our industry typically operates under negotiated credit lines for physical delivery and
financial contracts. Our credit risk system provides current credit exposure to counterparties on a daily basis.
The following table represems our credit exposure at December 31, 2006 assoc1ated with the
mark-to-market portion of our risk-management. portfolio, on a net basis.

T . \ L] '

Credit Exposure Summary
. Investment Non-Investment '
Grade Quality  Grade Quality  Total
- (in millions)
Type of Business;
Financial Institutions . ....... . PR e ¢ $ 71 $— $ 71
Utility and Power Generators . ......:....., e e 33 1 34
TOtal .. e $104 $ 1 8105
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Of the $1 million in credit exposure to non-investment grade counterparties, 97% is collateralized or subject
to other credit exposure protection.

Interest Rate Risk. Interest rate risk primarily results from variable rate debt obligations. Although changing
interest rates impact the discounted value of future cash flows, and therefore the value of our risk management
portfolios, the relative near-term nature and size of our risk management portfolios minimizes the impact.
Management continues to monitor our exposure to fluctuations in interest rates and may execute swaps or other
financial instruments to change our risk profile for this exposure.,

We are exposed to fluctuating interest rates related to variable rate financial obligations. As of | '
December 31, 2006, our fixed rate debt instruments as a percentage of total debt instruments was 82%. Based on
sensitivity analysis of the variable rate financial obligations in our debt portfolio as of December 31, 2006, it is
estimated that a one percentage point interest rate movement in the average market interest rates (either higher or
lower) over the 12 months ended December 31, 2007 would cither decrease or increase income before taxes by
approximately $7 million. Hedging instruments that impact such interest rate exposure are included in the !
sensitivity analysis. Over time, we may seek to reduce the percentage of fixed rate finaricial obligations in our
debt portfoho through the use of swaps or other financial instruments.

Foreign Currency Exchange Rate Risk. Foreign currency risk arises from our investments in affiliates and
subsidiaries owned and operated in foreign countries. Such risk is also a result of risk management transactions
with customers in countries outside the United States. Management monitors our exposure to fluctuations in
foreign currency exchange rates. When possible, contracts are denominated in or indexed to the U.S. dollar.

At December 31, 2006, our primary foreign currency exchange rate exposures were the Canadian Dollar and
Eutopean Euro. Additionally, as further discussed in “Liquidity and Capital Resources—Internal Liquidity
Sources—Current Liquidity” beginning on page 52, at December 31, 2006, approximately $56 million cash
denominated in the U.K. Pound, the Euro and the Canadian Dollar remains in the UK. and Canada.

Derivative Contracts. The absolute notional financial contract amounts associated with our commodity risk-
management and interest rate contracts accounted for on a mark-to-market basis were as follows at December 31,
2006 and 2003, respectively:

' ‘ " Absolute Notional Contract Amounts

,December 31, December 31,
2006

2005

Natural Gas (Trillion Cubic Feet) ............ SRUTUIT IRUTUPIORI 0.309 0.374
Electricity (Million Megawatt Hours) (1) ........ . ..oiiiiiiiiiiiinrnnnny. 138.705 30.479
Emission Credits (Million Tons) (2) . ...... ... it oy ' 0.0155 0.043
Fuel Oil Million Barrels) .........0. ...t i, 1.620 ' 0.725
Fair Value Hedge Interest Rate Swaps (In Millions of U.S. Dollars) .............. $ 525 $ 525

Fixed Interest Rate Received on Swaps (%) ....... e . 4,331 4331
Interest Rate Rlsk-Management Contract (In Millions of U. S Dollars) ............ $ 231 $ 306

Fixed Interest Rate Paid (%) ............................... P " 5.35 5.29
Interest Rate Risk-Management Contract (In Millions of U.S. Dollars) ........,... $ 206 § 281

Fixed Interest Rate Received (%) .........coovinnnnn i e 528 5.23

(1) This amount includes notional volumes related to FTRs.

(2) These amounts represent emission credit contracts that we are required to account for as derivatives under
SFAS No. 133. These amounts do not include the emission credits that we have recorded in our inventory
related to allowances that we utilize in running our power generation fleet.

33




Item 8. Financial Statements and Supplementary Data

Our financial statements and financial statement schedules are set forth at pages F-1 through F-102
inclusive, found at the end of this annual report, and are incorporated herein by reference.

Item 9. Changes in and Disagreements with Aecountants on Accounting and Financial Disclosure

Not applicable.

Item 9A. Controls and Procedures

Evaluation of Disclosure Controls and Procedures. As of the end of the period covered by this report, an
evaluation was carried out under the supervision and with the participation of our management, including our
Chief Executive Officer and our Chief Financial Officer, of the effectiveness of the design and operation of our
disclosure controls and procedures (as defined in Rules 13a-15(e) and 15d-15(e) under the Exchange Act). This
evaluation included consideration of the various processes carried out under the direction of our disclosure
committee in an effort to ensure that information required 10 be disclosed in our SEC reports is recorded,
processed, summarized and reported within the time period specified by the SEC. This evaluation also considered
the work completed relating to our compliance with Section 404 of the Sarbanes-Oxley Act of 2002, which is
further described below. Based on this evaluation, our Chief Executive Officer and Chief Financial Officer
concluded that our disclosure controls and procedures were effective as of December 31, 2006 to allow timely
decisions regarding required disclosure.

Management’s Report on Internal Control over Financial Reporting. Our management is responsible for
establishing and maintaining adequate internal control over financial reporting (as defined in Rules 13a-15(f) and
15d-15(f) under the Exchange Act). Our internal control over financial reporting is a process designed to provide
reasonable assurance regarding the reliability of financial reporting and the preparation of financial statements
for external purposes in accordance with Generally Accepted Accounting Principles (GAAP). Our internal
control over financial reporting includes those policies and procedures that:

(i) pertain to the maintenance of records that, in reasonable detail, accurately and fairly reflect the
transactions and dispositions of our assets;

(i1) provide reasonable assurance that transactions are recorded as necessary to permit preparation of
financial statements in accordance with GAAP, and that receipts and expenditures of our company are
being made only in accordance with authorizations of cur management and directors; and

(iii) provide reasonable assurance regarding prevention or timely detection of unauthorized acquisition, use
or disposition of our assets that could have a material effect on the financial statements.

Because of its inherent limitations, internal control over financial reporting may not prevent or detect
misstatements. Also, projections of any evaluation of effectiveness to future periods are subject to the risk that
controls may become inadequate because of changes in conditions, or that the degree of compliance with the
policies or procedures may deteriorate. Under the supervision and with the participation of our management,
including the Chief Executive Officer and Chief Financial Officer, we assessed the effectiveness of our internal
control over financial reporting as of December 31, 2006. In making this assessment, we used the criteria set
forth in Internal Control-Integrated Framework issued by the Committee of Sponsoring Organizations of the
Treadway Commission (“COSQ”). Based on the results of this assessment and on those criteria, we concluded
that our internal control over financial reporting was effective as of December 31, 2006,

Our management’s assessment of the effectiveness of our internal control over financial reporting as of
December 31, 2006, has been audited by PricewaterhouseCoopers LLP, an independent registered public
accounting firm, as stated in their report, which is included herein.
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Remediation of Prior Material Weaknesses

Material Weakness Related to Income Taxes. As previously reported, as of December 31, 2005 and
September 30, 2006, we did not maintain effective controls over the completeness and accuracy of the tax
provision and deferred income tax balances in accordance with GAAP. Specifically, our processes, procedures
and controls related to the preparation, analysis and recording of the income tax provision were not effective to
ensure that the tax provision and deferred tax balances were recorded in accordance with GAAP. As of
December 31, 2006, we have fully remediated this material weakness in internal control over financial reporting.

Specifically, during 2005 and 2006, numerous steps were taken to improve our internal controls around our
tax accounting and tax reconciliation processes, procedures and controls:. These steps included (i) increased
levels of review in the preparation of the quarterly and annual tax provisions; (ii) implemented new processes
and procedures around the identification, analysis and recording the tax effects of significant transactions;

(iii) implemented and formalized processes, procedures and documentation standards relating to preparation and
analysis of the income tax provision; (iv) restructured our Tax Department to ensure appropriate segregation of
duties regarding preparation and review of the quarterly and annual tax provision; (v) enhanced the competencies
of our Tax Department personnel through the addition of experienced tax professionals; and (vi) formalized
communication channels between the Tax and Accounting Departments. ' )

During the fourth quarter 2006, we completed implementing the fotlowing steps: (i) further formalized and
documented the procedures around the preparation and review of the tax provision; (ii) enhanced processes
related to tax accounts in the general ledger and improved documentational support for computations; and
(ii1) enhanced the competencies and capabilities of our Tax Department personnel through ongoing f formal
training initiatives in key tax-related areas.

Material Weakness Related to Risk Management Assets and Liabilities. As previously reported, as of
September 30, 2006, we did not maintain effective controls over the accuracy of our risk management asset and _
liability balances. Our processes, procedures and controls related to the calculation and analysis of applicable
pricing data were not effective to ensure that the risk management asset and liability balances were accurately
reflected in the financial statements. As of December 31, 2006, we have fully remedlaled this matenal weakness
in internal control over financial reporting.

Specifically, during 2006, we implemented the following steps around our risk management asset and ,
liability valuation process: (i) automated a process step that was previously performed manually; (ii) further
formalized and documented the procedures around the end-of-day valuation process; (iii) expanded the review
and validation process with respect to pricing data; (iv) performed a review of all pricing data to eliminate
redundant or unnecessary data; (v} implemented a new monthly process to identify pricing data related to active
positions; and (vi) further restricted access to and assigned accountability for process documentation.

Changes in Internal Control over Financial Reporting

The changes described in “Remediation of Prior Material Weaknesses™ above were changes in our internal
control over financial reporting (as defined in Rules 13a-15(f) and 15d- 15(f) under the Exchange Act) during the
quarter ended December 31, 2006 that have materlal]y affected or are reasonably likely to materially affect, our’
internal control over financial reporting. Lo

Item 9B. Other Information
Not applicable.
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PART 111

Item 10. Directors, Executive Officers and Corporate Governance
Executive Off' icers '

Set forth below are the names and positions of our executive officers as of February 27, 2007, together with
their ages and years of service with us. |,

! Served With the
Name Age Position(s) Company Since
Biruce A. Williamson ........ 47 Chief Executive Officer and Chairman of the Board 2002
Stephen A: Furbacher ........ 59 President'and Chief Operating Officer 1996
HolliC. Nichols ............ 36 Executive Vice President and Chief Financial Officer 2000
J.Kevin Blodgett ........... 35 General Counsel, Executive Vice President— 2000

. * » Administration and Secretary ' :
Lynn A Lednicky ........... 46 Executive Vice President—Commercial and © 1991
‘ Development = ‘

The executive officers named above will;serve in such capacities until the next annual meeting of our Board
of Directors, or until their respective successors have been duly elected and have been qualified, or until their
carlier death, resignation, disqualification or removal.from office,

Bruce A. Williamson has served as Chief Executive Officer and as a diréctor of Dynegy since October 2002
and as Chairman of the Board of Dynegy since May 2004. Prior to joining Dynegy, Mr. Williamson served in
various capacities with Duke Energy and its affiliates. From August 2001 to October 2002, he served as President
and Chief Executive Officer of Duke Energy Global Markets. In this capacity, he was responsible for all Duke
Energy business units with global commeoditics and international business positions. From 1997 to August 2001,
he served as Senior Vice President of Business Development and Risk Management and President and Chief
Executive Officer at Duke Energy International. Mr, Williamson joined PanEnergy Corporation in June 1995,
which then merged with Duke Power in June 1997. Prior to the Duke-PanEnergy merger, he served as
PanEnergy’s Vice President of Finance. Before joining PanEnergy, he held positions of increasing responSIblhty
at Shell Oil Company, advancing over a 14-year period to Assistant Treasurer. He currently serves as a Director
of Questar Corporation.

Stephein A. Furbacher has served as President and Chief Operating Officer since August 2005 and as
Executive Vice President of Dynegy’s previously owned natural gas liquids business segment from September
1996 to August 2005, Mr. Furbacher is responsible for overseeing our power generation operations and, until
October 31, 2005, the Midstream operations. He joined Dynegy in May 1996, just prior to our acquisition of
Chevron’s midstream business. Before joining Dynegy, he served as President of Warren Petroleurn Company,
the natural gas liquids division of Chevron U.S.A. He began his career with Chevron in August 1973 and served
in positions of increasing responsibility before being named President of Warren Petroleum Company in July
1994,

Holli C. Nichols has served as Executive Vice President and Chief Financial Officer since November 2005.
Ms. Nichols is responsible for financial affairs, including finance and accounting, treasury, risk management,
internal audit and investor and credit agency relationships. Ms. Nichols previously served as Senior Vice
President and Treasurer from May 2004 to November 2005 and served as our Senior Vice President and
Controller from June 2003 to May 2004 and as Vice President, Assistant Corporate Controller and Senior
Consultant from May 2000 to June 2003. Ms. Nichols joined Dynegy from PncewaterhouseCoopers LLPin May
2000.

J. Kevin Blodgett has served as General Counsel and Executive Vice President—Administration of Dynegy
since November 2005 and as Secretary since March 2006. Mr. Blodgett is responsible for our legal and
administrative affairs, including legal services supporting Dynegy’s operational, commercial and corporate areas,
as well as ethics and compliance, human resources, information technology, building services, real estate and
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procurement management. Mr. Blodgett previously served as Senior Vice President, Human Resources from
August 2004 to November 2003, as Group General Counsel—Corporate Findnce & Securities and Corporate
Secretary from May 2003 to August 2004 and as Assistant General Counsel, Senior Corporate Counsel and
Corporaté Counsel from October 2000 to May 2003. Mr. Blodgett joined Dynegy from Baker Botts LLP in
October 2000.

Lynn A. Lednicky has served as Executive Vice President—Commercial and Development Group since
January 2007. Mr. Lednicky is responsible for,commercializing Dynegy’s asset base and overseeing Dynegy's
development projects within the power generation business. Mr. Lednicky has previously served as Executive
Vice President of Strategic Planning and Corporate Business Development of Dynegy from November 20035 to
January 2007, Senior Vice President of Strategic Planning and Corporate Business Development from July 2003
to November 2005, and Sentor Vice President of Power Origination from December 2000 to July 2003. ‘
Mr. Lednicky joined Dynegy’s predecessor Destec Energy, Inc. in July 1991.

Code of Ethics. We have adopted a Code of Ethics within the.mcaning of Item 406(b) of Regulation S-K.
This Code of Ethics applies to our Chief Executive Officer, Chief Financial Officer, Controller and other persons
performing similar functions dessgnated by the Chief Financial Ofﬁcer and is mcorporated as an exhibit to this
Form 10-K. a - :

Other Information. We mtend to mclude the other information reqmred by | this Item 10 in our definitive
proxy statement for our 2007 annual meeting of shareholders under the headings “Proposal | 1—Election of
Directors” and “Executive Compensatlon—Secuon 16(a) Beneficial Ownership Reporting Compllance " whlch
information will be incorporated herein by reference; such proxy statement will be filed with the SEC not later
than 120 days after December 31, 2006. However, if such proxy statement is not filed within such 120-day
period, the other information required by this Item 10 will'be filed as part of an amendment to this Form 10-K-
not later than the end of the 120-day period. :

o . ]
R

Item 11. Executive Compensatwn

. We intend to include information with respect to executlve compensatwn in our upcoming proxy statement
under the heading “Executive Compensation”, which information will be 1ncorporated herein by reference; such
proxy statement will be filed with the SEC not later than 120 days after December 31, 2006. However, if such
proxy statement is not filed within such 120-day penod information with respect to executive compensation will
be filed as part of an amendment to this Form 10-K not later than the end of the 120-day period. -

Item 12. Security Ownership of Certain Beneficial Owners and Management and Related Stockholder Matters
Secuntles Authorized for Issuance Under Eqmty Compensation Plans

The followmg table sets forth certain mformatlon as of December 31, 2006 as it relates to our equ1ty
compensation plans for our Class A common stock, the only class with respect to which we offer equity
compensation.-« . . -. . Ca

! . 4 " ‘ .

Number of
securities Number of securitles .
to be issued upon remaining available
exercise of Weighted-average for future issuance
outstanding exercise price of under equity
options, outstanding compensation plans
warranis and options, warrants (excluding securities
rights and rights reflected in column (a))
Plan Category (a) (b) (c)
Equity compensation plans approved by security ,
holders ........ ... i 4,916,736 $13.34 13,595,621
Equity compensation plans not approved by security
holders (1) ...... .ot 2,444,206 $11.23 5,115,888

Total ....... ..o 7,360,942 $12.63 18,711,509
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(1) The plans that were not approved by our, security holders are as follows: Extant Plan, Dynegy 2001
Non-Executive Stock Incentive Plan and Dynegy UK Plan. Please read Note 19—Capital Stock—Stock
Options beginning on page F-55 for a brief description of our equity compensation plans, including these
plans.

Consumimation of the Merger Agreement with the LS Entities will result in a change in control as defined in
our severance pay plans, as well as the various grant agreements. Please read Note 3—Business Combinations
and Acquisitions—LS Power beginning on page F-17 for further discussion of the transaction. As a result, all
outstanding long-terin incentive awards previously granted'to employees will fully vest and restrictions on shares
of resiricted stock previously awarded to employees will lapse immediately upon the closing of the transaction.
The Merger Agreement provides that all such long-term incentive awards and shares of restricted stock will be
covered by identical equity cornpensation plans’provided by New Dynegy. The accelerated vesting and lapse of
restrictions will not have a material effect on New Dynegy s financial condition, results of operations or cash
flows.

We intend to mclude mformauon rcgardmg ownershlp of our outstanding securities in our upcoming proxy
statement under the heading “Principal Shareholders”, which information will be incorporated herein by
reference; such proxy statement will be filed with the SEC not later than 120 days after December 31, 2006.
However, if such proxy statement is not filed within such 120-day period, information regarding ownership of
our outstanding securities will be filed as part of an amendmem to this Form 10-K not ]ater than the end of the
120-day perlod

Item 13. Certain Relationships and Related Transactions and Director Independence

We intend to include the information regarding related party transactions in our definitive proxy statement
for our 2007 annual meeting of shareholders under the headings “Corporate Governance”, “Principal
Stockholders”, “Proposal 1—Election of Directors™ and “Executive Compensation—Employment Agreements
and Change-in-Control Agreements” and “—Certain Relationships and Relatéd Transactions,” which information
will be incorporated herein by referénce; such proxy statement will be filed with the SEC not later than 120 days
after December 31, 2006. However, if such proxy statement is not filed within such 120-day pericd, the
information regarding related party transactions will be filed as part of an amendment to this Form 10-K not later
than the end of the 120-day period. '

ltem 14. Pnnapal Accoumam F ees and Services

We intend to include 1nf0rmat10n regardmg principal accountant fees and SErvices in our upcoming proxy
statement under the heading “Independent Auditors”, which information will be incorporated herein by
reference; such proxy statement will be filed with the SEC not later than 120 days after December 31, 2006.
However, if such proxy statement is not filed within such 120-day period, information regarding principal
accountant fees and services will be filed as part of an amendment to this Form 10-K not later than the end of the
120-day period: *
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Item 15. Exhibits, Financial Statement Schedules

PART IV

(a) The following documents, which we have filed with the SEC pursuant to the Sécurities Exchange Act of
1934, as amended, are by this reference incorporated in and made a part of this report:

1. Financial Statements—Our consolidated ﬁnanmal statemients are mcorporaled under Itém 8. of this

report.

2. Financial Statement Schedules—Fmancral Statement Schedules are 1ncorporated under Item 8. of

this report.

Exhibit
Number

2.1

22

31
32

33

3.4

4.1

3. Exhibits—The following instruments and documentsare included as exhibits to this report. All

management contracts or compensation plans or arrangements set forth in such list are marked with a 1.

I Description , o ,

—pPurchase Agreemcnt dated February 2, 2004, among Dynegy Inc., Illinova Corporauon Illinova
Generating Company and Ameren Corporation {incorporated by reference to Exhibit 2.1 to the
Current Report on Form 8-K of Dynegy Inc. filed on February 4, 2004, File No. 1-15659).

—Plan of Merger, Contribution and Sale Agreement, dated September 14, 2006 by and among Dynegy
Iric., LSP Gen Investors, LP, LS 'Power Partners, LP, LS Power Equity Partners PIE I, L.P., LS
Power Equity Partners, L.P., LS Power Associates, L.P., Falcon Merger Sub Co. and Dynegy
Acquisition, Inc. (incorporated by reference to Exhibit 2.1+to the Current Report on Form 8-K of
Dynegy Inc. filed on September 19, 2006, File No. 1-15659).

—Limited Liability Company Membership Interests and Stock Purchasc Agreement, dated as of
September 14, 2006, among LS Power Associates, L..P., LS Power Equity Partners, L.P., LS Power
Equity Partners PIE I, L.P., LS Power Partners, L:P. and Kendall Power LLC (incorporated by
reference to Exhibit 2.2 to the Current Report on Form 8-K of Dynegy Inc. filed on September 19,
2006, File No. 1-15659).

, e
—Amended and Restated Articles of Incorporation of Dynegy Inc (incorporated by reference to

Exhibit 3.1 to the Quarterly Report on Form 10-Q for the Quarterly Period Ended June 30, 2006 of
* Dynegy Inc., File No. 1-15659).

— Statement of Resolution Establishing Series of Series C Convertible Preferred Stock of Dynegy Inc.
(incorporated by reference to Exhibit 4.1 to the Quarterly Report on Form 10-Q for the Quarterly
Period Ended June 30, 2003 of Dynegy Inc., File No. 1115659).

— Amended and Restated Bylaws of Dynegy Inc. (mcorporated by reference to Exhir)il 3.1 to the
Current Repon on Form 8-K of Dynegy Inc. filed on November 21, 2005, Flle No. 1-15659).

-—Amendment No. 1, effecuve as of May 19 2006 to the Amcndcd and Reslated Bylaws of Dynegy
Inc., dated as of November 16, 2005 (mcorporated by reference to Exhibit 3.1 to the Current Report
on Form 8-K of Dynegy Inc. filed on May 22, 2006, File No. 1- 15659).

—Indenture, dated as of December 11, 1995, by,and among NGC Corporation, the Subsidiary
Guarantors named lherem and the First National Bank of Chicago, as Trustee’ (mcorporated by
reference to exhibits to the Reglstratlon Statement on Form S-3 of NGC Corporation, Registration
No. 33-97368).
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Exhibit
Number

4.2

43

44

4.5

4.6

4.7

4.8

49

4.10

Descrlplion

—First Supplemental Indenture, dated as of August 31, 1996, by and among NGC Corporation, the
Subsidiary Guarantors named therein and The First National Bank of Chicago, as Trustee,
supplementing and amending the Indenture dated as of December 11, 1995 (incorporated by -
reference to Exhibit 4.4 to the Quarterly Report on Form 10-Q for the Quarterly Period Ended
September 30, 1996 of NGC Corporation, File No. 1-11156).

—Second Supplemental Indenture, dated as of October 11, 1996, by and among NGC Corporation, the
Subsidiary Guarantors named therein and The First National Bank of Chicago, as Trustee,
supplementing and amendmg the Indenture dated as of December 11, 1995 (incorporated by
reference to Exhibit 4.5 to the Quarterly Report on Form 10-Q for the Quarterly Peried Ended
September 30, 1996 of NGC Corporation, File No. 1-11156).

—Fourth Supplemental Indenture among NGC Corporation, Destec Energy, Inc. and The First National
Bank of Chicago, as Trustee, dated as of June 30, 1997, supplementing and amending the Indenture
dated as of December 11, 1995 (incorporated by reference to Exhibit 4.12 to the Quarterly Report on
Form 10-Q for the Quarterly Period Ended September 30, 1997 of NGC Corporauon File No. 1-
11156).

—Fifth Supplemental Indenturé among NGC Corporation, the Subsidiary Guarantors named therein
and The First National Bank of Chicago, as Trustee, dated as of September 30, 1997, supplementing
and amending the Indenture dated as of December 11, 1995 (incorporated by reference to Exhibit
4.18 to the Annual Report on Form' 10-K for the Fiscal Year Ended December 31, 1997 of NGC
Corporation, File No. 1-11156).

-—Sixth Supplemental Indenture among NGC Corporation, the Subsidiary Guarantors named therein
and The First National Bank of Chicago, as Trustee, dated as of January 5, 1998, supplementing and
amending the Indenture dated as of December 11, 1995 (incorporated by reference to Exhibit 4.19 to
the Annual Report on Form 10-K for the Fiscal Year Ended December 31, 1997 of NGC
Corporation, File No. 1-11156).

—Seventh Supplemental Indenture among NGC Corporation, the Subsidiary Guarantors named therein
and- The First National Bank of Chicago, as Trustee, dated as of February 20, 1998, supplementing
and amending the Indenture dated as of December 11, 1995 {incorporated by reference to Exhibit
4.20 1o the Annual Report on Form 10-K for the Fiscal Year Ended December 31, 1997 of NGC
Corporation, Fnle No. 1-11156).

—Eighth Supplemental Indenture, daled July 25, 2003, that certam Indenture, dated as of December 11,
1995, between Dynegy Holdings Inc. and Wilmington Trust Company, as trustee (incorporated by
reference to Exhibit 99.3 to the Current Report on Fonn 8 K of Dynegy Inc. filed on July 28, 2003,
File No. 1-15659). "

—Subordinated Debenture Indenture between NGC Corporation and The First National Bank of
Chicago, as Debenture Trustee, dated as of May 28, 1997 (incorporated by reference to Exhibit 4.5 to
the Quarterly Report on Form 10-Q for the Quarterly Period Ended June 30, 1997 of NGC
Corporation, File No. 1-11156).

—Amended and Restated Declaration of Trust among NGC Corporation, Wllmmgton Trust Company,
as Property Trustee and Delaware Trustee, and the Administrative Trustees named therein, dated as
‘of May 28, 1997 (incorporated by reference to Exhibit 4.6 to the Quarterly Report on Form 10-Q for
the Quarterly Period Ended June 30, 1997 of NGC Corporation, File No. 1-11156).

90




Exhibit
Number

4.11

4.12

4.13

414

4.15

4.16

4.17

4.18

4.19

4.20

4.21

Description

—Series A Capital Securities Guarantee Agreement executed by NGC Corporation and The First
National Bank of Chicago, as Guarantee Trustee, dated as of May 28, 1997 (incorporated by
reference to Exhibit 4.9 to the Quarterly Report on Form 10-Q for the Quarterly Period Ended
June 30, 1997 of NGC Corporation, File No. 1-11156), '

—Common Securities Guarantee Agreement of NGC Corporation, dated as of May 28, 1997
(incorporated by reference to Exhibit 4.10 to the Quarterly Report on Form 10-Q for the Quarterly
Period Ended June 30, 1997 of NGC Ceorporation, File No. 1-11156).

—Registration Rights Agreement, dated as of Méy 28, 1997, among NGC Corporation, NGC
Corporation Capital Trust 1, Lehman Brothers, Salomon Brothers Inc. and Smith Barney Inc.
(incorporated by reference to Exhibit 4.1 to the Quarterly Report on Form 10-Q for the Quarlerly
Period Ended June 30, 1997 of NGC Corporation, File No. 1-11156). :

—Indenture, dited as of September 26, 1996, restated as of March 23, 1998, and amended and restated
as of March 14, 2001, between Dynegy Holdings Inc. and Bank One Trust Company, National
Association, as Trustée (incorporated by reference’ to Exhibit 4.17 to the Annual Report on Form 10-
K for the Fiscal Year Ended December 31, 2000 of Dynegy l-{oldtln_gs lne File No. 0-29311).

—First Supplemental Indenture, dated July 25, 2003 to that certain Indenture, dated as of.
September 26, 1996, between Dynegy Holdings Inc. and Wilmington Trust Company,.as trustee
(incorporated by reference to Exhibit 99.2 to the Current Report on Form 8- K of Dynegy Inc. filed on
July 28, 2003, File No. 1-15659).

[ . i :

—Second Supplémental Indenture, dated as of April 12, 2006, 1o that certain Indenture, originally dated
as of September 26, 1996, as amended and restated as of March 23, 1998 and again as of March 14,
2001, by and between Dynegy Holdmgs Inc. and Wilmington Trust Company (as successor to

‘ JPMorgan Chase Bank, N.A.), as trustee, as supplemented by’ that certain First Supplememul
Indenture, dated as of July 25, 2003 (incorporated by ieference to Exhibit 4.1 to the Current Report
on Form 8 K of Dynegy [nc ﬁled on April 12, 2006, File No. 1- 15659)

—Reglstranon Rights Agreement dated as of April 12 2006 by and among Dynegy Holdmgs Inc. and
the several initial purchasers party thereto (incorporated by reference to Exhibit 4.2 to the Current
Report on Form 8-K of Dynegy Inc. ﬁled on Aprll 12, 2006, File No. 1- 15659) '

—Exchange and Registration Rights Agreement (Preferred Stock), dated August | 1, 2003 between
Dynegy Inc. and Chevron U.S.A, Inc. (incorporated by reference to Exhibit 4.2 to the Quarterly
Report on Form 10-Q for the Quarterly Period Ended June 30, 2003 of Dynegy Inc File
No. 1-15659). ‘

—Amended and Restated Registration Rights Agreemenl (Common Stock) dated August 11, 2003
between Dynegy Inc. and Chevron U.S.A. Inc. (incorporated by reference to Exhibit 4.4 1o the
Quarterly Report on Form 10 Q for the Quarterly Pefiod Ended June 30 2003 of Dynegy Inc.,

" File No, 1- 15659)

r N ’ F

—-Amended and Restated Shareholder Agreement dated August 1 l 2003 bctween Dynegy Inc. and
" Chevron U.S.A. Inc. (mcorporated by reference to Exhibit 4.5 to the Quarterly Report on Form 10-Q
for the Quarterly Period Ended June 30, 2003 of Dynegy Inc., File No. 1 15659) - !

—Second Amended and Restated Shareholder Agreement, dated as of May 26, 2006, by and between
Dynegy Inc. and Chevron U.S.A. Inc. (incorporated by reference 1o Exhibit 4.1 to the Current Report
on Form 8-K of Dynegy Inc. filed on June 1, 2006, File No. 1-15659).
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Exhibit
Number

422

423

424

4.25

4.26

4.27

4.28

4.29

430

Description

—Indenture, dated as of August 11, 2003, among Dynegy Holdings Inc., the guarantors named therein,
Wilmington Trust Company, as trustee, and Wells Fargo Bank Minnesota, N.A., as collateral trustee,
including the form of promissory note for each series of notes issuable pursuant to the Indenture
(incorporated by reference to Exhibit 4.8 to the Quarterly Report on Form 10-Q for the Quarterly
Period Ended June 30, 2003 of Dynegy Inc., File No. 1-15659).

—Supplemental Indenture, dated August 24, 2005, between Dynegy Midstream Holdings, Inc., Dynegy
Storage Technology and Services, Inc., Dynegy Gas Transportation, Inc., Dynegy Holdings Inc., the
guarantors named therein, and Wilmington Trust Company, as trustee and Wells Fargo Bank, N.A.,
as collateral trustee (incorporated by reference to Exhibit 4.21 to the Annual Report on Form 10-K of

. Dynegy Holdings Inc. filed on March 29, 2006, File No. 000-29311).

~—Second Supplemental Indenture, dated as of March 28, 2006, by and among Dynegy Holdings Inc.,
the guarantors party thereto, Wilmington Trust Company, as trustee, and Wells Fargo Bank, N.A_, as
collateral trustee, supplementing the Indenture, dated as of August 11, 2003 (as supplemented by the
Supplemental Indenture, dated as of August 24, 2005), pursuant to which the Second Priority Senior
Secured Floating Rate Notes due 2008, 9.875% Second Priority Senior Secured Notes due 2010 and
10.125% Second Priority Senior Secured Notes due 2013 of Dynegy Holdings Inc. were issued
(incorporated by reference to Exhibit 4.1 to the Current Report on Form 8-K filed on March 29,
2006, File No. 1-15659).

—Indenture, dated August 11, 2003, between Dynegy Inc., Dynegy Holdings Inc. and Wilmington
Trust Company, as trustee, including the form of debenture issuable pursuant to the Indenture
{(incorporated by reference to Exhibit 4.9 to the Quarterly Report on Form 10-Q for the Quarterly
Period Ended June 30, 2003 of Dynegy Inc., File No. 1-15659).

‘—Supplemental Indenture, dated as of May 16, 2006, by and among Dynegy Inc., Dynegy Holdings

Inc., and Wilmington Trust Company, as trustee, supplementing the Indenture, dated as of

August 11, 2003, pursuant to which the 4.75% Convertible Subordinated Debentures due 2023 of
Dynegy Inc. were issued (incorporated by reference to Exhibit 4.1 to the Current Report on Form 8-
K of Dynegy Inc. filed on May 16, 2006, File No. 1-15659).

—Registration Rights Agreement, dated August i 1, 2003, among Dynegy Inc , Dynegy Holdings Inc.
and the initial purchasers named therein (incorporated by reference to Exhibit 4.10 to the Quarterly
Report on Form 10-Q for the Quarterly Period Ended June 30, 2003 of Dynegy Inc., File No. 1-
.15659).

—Registration Rights Agreement, dated as of March 29, 2006, by and among Dynegy Holdings Inc.
and the several initial purchasers party thereto (incorporated by reference to Exhibit 4.2 to the
Current Report on Form 8-K of Dynegy Inc. filed on April 12, 2006, File No. 1-15659).

—Registration Rights Agreement, effective as of July 21, 2006, by and among bynegy Holdings Inc.
RCP Debt, LLC and RCMF Debt, LLC (incorporated by reference to Exhibit 4.1 to the Current
Report on Form 8-K of Dynegy Inc. filed on July 24, 2006, File No. 1-15659). -

—Trust Indenture, dated as of January 1, 1993, among Sithe/Independence Funding Corporation, Sithe/
Independence Power Partners, L.P. and IBJ Schroder Bank & Trust Company, as Trustee
(incorporated by reference to Exhibit 4.22 to the Annual Report on Form 10-K for the Fiscal Year
Ended December 31, 2004 of Dynegy Inc, File No. 1-15659).
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Exhibit
Number

431

432

4.33
4.34
4.35

4.36

437

4.38

4.39 -

4,40

Description

—First Supplemental Indenture, dated as of January 1, 1993, to the Trust Indenture dated as of
January 1, 1993, among Sithe/Independence Funding Corporation, Sithe/Independence Power
Partners, L.P. and IBJ Schroder Bank & Trust Company, as Trustee {incorporated by reference to
Exhibit 4.23 to the Annual Report on Form 10-K for lhe Flscal Year Ended December 31, 2004 of
Dynegy Inc File No. 1-15659). '

—Second Supplemental Indenture, dated as of October 23 2001 to the Trust lndenlure dated as of
January 1, 1993, among Sithe/Independence Funding Corporation, Sithe/Independence Power
Partners, L.P. and The Bank of New York, as Trisstee (incorporated by, reference to Exhibit 4.24 to
the Annual Report on Form 10-K for the Fiscal Year Ended December 31, 2004 of Dynegy Inc, File
No. 1-15659).

' —Global Note representing the 8. 50% Secured Bonds due 2007 of Slthe/[ndependence Power Partners

L.P. (incorporated by reference to Exhibit 4.4 to the Quarterly Repon on Form' 10-Q for the
Quarterly Period Ended March 31, 2005 of Dynegy Inc., File No. 1-15659).

—Global Note representmg the 9. 00% Secured Bonds due 2013 of Sltheﬂndependence Power Parthers,
L.P. (lncorporated by reference to Exhibit 4.5 to the Quarterly Report on Form 10-Q for the
Quarterly Period Ended March 31, 2005 of Dynegy Inc., File No. 1-15659).

—Registration Rights Agreement, effective as of July 21, 2006 by and among Dynegy Holdmgs Inc.,
RCP Debt, LLC and RCMF Debt; LLC (incorporated by refetence to Exhibit 4.1 to the Current
Report on Form 8-K of Dynegy Inc. filed on July 24, 2006, File No. 1515659).

—Shareholder Agreement, dated as of September 14, 2006, among Dynegy Acquisition, Inc. and LS
Power Partners, L.P., LS Power Associates, L.P., LS Power Equity Partners, L.P., LS Power Equity
Partners-PIE [, L.P. and LSP Gen Investors, L.P.- (incorporated by reference to Exhibit 4.1 to the

. Current Report on Form 8-K of Dynegy Inc. filed on September. 19, 2008, File No. 1-15659).

—Registration Rights Agreement, dated as of September '14, 2006, among Dynegy Acquis'ilion, Inc.,
LS Power Partners, L.P., LS Power Associates, L.P., LS Power Equity Partners, L.P., LS Power
Equity Partners PIE I, L.P.and LSP Gen Investors, L.P. (incorporated by reference to Exhibit 4.2 to
the Currem Report on Form 8-K of Dynegy Inc. filed on Seplember 19, 2006 File No. 1-15659).

.——-Reglstrauon Rjghls Agreement dated as of September 14 2006, among Dynegy Acquisition, Inc.

and Chevron U.S.A. Inc. (incorporated by reference to Exhibit 4,3to the Current Report on Form 8-
K of Dynegy [nc ﬁled on September 19, 2006 File No 1- 15659)

—Reglstrauon R)ghts Agreement, dated as of Seplember 14, 2006, among Dynegy Inc; and, Chevron
. U.S.A: Inc. {incorporated by reference to Exhibit 4.4 to the Current Report on Form 8-K of Dynegy
Inc. filed on September 19, 2006, File No. 1-15659).

—Lock-Up Agreement, dated as of September 14, 2006, by and among LSP Gen-Investors, LP, LS -

Power Partners, LP, LS Power Associates, L.P., LS Power Equity Partners PIE I, LP, LS Power
Equity Partners, L.P. and Chievron U.S.A, Inc. (incorporated by reference to Exhibit 4.5 to the
Current Report on Form 8-K of Dynegy Ine ﬁled on September 19, 2006, File No. l 15659)

.There have not been filed or incorporated as exhnbﬂs to this annual report, other debt mstrumems
defining the rights of holders of our long-term debt, none of which relates to authorized indebtedness
that exceeds 10% of our consolidated assets. We hereby agree to furmsh a copy of any such

‘ mstrumem not prevmusly filed to the SEC upon request
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Exhibit
Number

10.1

10.2

10.3

104

10.5

10.6

10.7

10.8

10.9

10.10

10.11

10.12

10.13

10.14

Description

—Dynegy Inc. 1998 U K. Stock Option Plan (incorporated by reference to Exhibit 10.4 to the Annual
Report on Form 10-K for the Fiscal Year Ended December 31, 1998 of Dynegy Inc., File No.
1-11156). it :

—Dynegy Inc. Amended and Restated Employee Equity Optibn Plan (incorporated by reference to
Exhibit 10.5 io the Annual Report on Form 10-K for the Fiscal Year Ended December 31, 1998 of
Dynegy Inc., File No. 1-11156). 1 .

—Dynegy Inc. 1999 Long Term Incentive Plan (incorporated by reference to Exhibit 10.6 to the
Annual Report on Form 10-K for the Fiscal Year Ended December 31, 1999 of Dynegy Inc., File No.
1-11156). 1

—Dynegy Inc. 2000 Long Term Incentive Plan (incorporated by reference to Exhibit 10.7 to the
Annual Report on Form 10-K for the Fiscal Year Ended December 31, 1999 of Dynegy Inc., File No.
1-11156). % ‘ ‘

—Amendment to the Dynegy Inc. 2000 Long Term Incentive Plan effective January 1, 2006
(incorporated by reference to Exhibit 10.3 to the Current Report on Form 8-K of Dynegy Inc. filed on
March 17, 2006, File No. 1-15659).t1 ’

—Dynegy Inc. 2001 Non-Executive Stock Incentive Plan (mcorporatcd by reference to Exhlblt 45to
the Registration Statement on Form $-8 of Dynegy Inc., Registration No. 333-76080). 1

—Dynegy Inc. 2002 Long Term Incentive Plan (incorporated by reference to Appendix A to the
Definitive Proxy Statement on Schedule 14A of Dynegy Inc., File No. 1-15659, filed with the SEC
on April 9, 2002). 11 '

—Amendment to the Dynegy Inc. 2002 Long Term Incentive Plan, effective January 1, 2006
(incorporated by reference to Exhibit 10.6 to the Current Report on Form 8-K of Dynegy Inc. filed on
March 17, 2006, File No. 1-15659).11

—Extant, Inc. Equity Compensation Plan (incorporated by reference to Exhibit 10.1 to the Registration
- Statement on Form S-8 of Dynegy Inc., Registration No. 333-47422). {3

—Employment Agreement, dated October 18, 2002, between Bruce A. Williamson and Dynegy Inc.
(incorporated by-reference to Exhibit 10.4 to the Quarterly Report on Form 10-Q for the Quarter
Ended September 30, 2002 of Dynegy Inc., File No. 1-15659). 11

—First Amendment to October 18, 2602 Employment Agreement, dated August 17, 2005, between
Bruce A. Williamson and Dynegy Inc. (incorporated by reference to Exhibit 10.6 to the Quarterly
Report on Form 10-Q for the Quarter Ended September 30 2005 of Dynegy Inc., File No. 1-15659).

Tt

-—Second Amendment to October 18, 2002 Employment Agreement, dated September 15; 2005,
between Bruce A, Williamson and Dynegy Inc. (incorporated by reference to Exhibit 10.3 to the
Current Report on Form 8-K of Dynegy Inc. filed on September 19, 2005, File No. 1-15659). 11

—Third Amendment to OétoBer 18: 2002 Employment Agreement, dated as of March 16, 2006,
between Dynegy Inc. and Bruce A. Williamson (incorporated by reference to Exhibit 10.2 to the
Current Report on Form 8-K of Dynegy Inc. filed on March 17, 2006, File No. 1-15639). 1§

—Agreement Concerning Employmenl Agreement and Stock Options, dated as of March 16, 2006,
between Dynegy Inc. and Bruce A. Williamson (incorporated by reference to Exhibit 10.1 to the
Current Report on Form 8-K of Dynegy Inc. filed on March 17, 2006, File No, 1-15659). 1+
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Exhibit
Number

10.15

10.16.

10.17

10.18

10.19

10.20

10.21

1022

10.23

10.24

10.25

1026

10.27

10.28

10.29

Description

—Non-Qualified Stock Option Award Agreement, dated as of-March 16, 2006, between Dynegy Inc:,
all of its subsidiaries and Bruce A. Williamson (incorporated by reference to Exhibit 10.3 to the
Current Report on Form 8-K of Dynegy Inc. filed on March 17, 2006, File No. 1-15659). 11

—Form of Performance Award Agreement (incorporated by reference to Exhibit 10.4 to the Current
Report on Form 8-K'of Dynegy Inc. filed on March 17, 2006, File No. 1-15659).'1+

—Form of Non-Qualified Stock Option Award Agreement (incorporated by reference to Exhibit 10.7 to
the Current Report on Form 8-K of Dynegy Inc. filed on March 17, 2006, File No. 1-15659).1%

—Form of Restricted Stock Award Agreement (Managing Directors arrd Above) (incorporated by
reference to Exhibit 10.8 to the Current Report on Form 8-K of Dynegy Inc. filed on March 17, 2006,
File No. 1-15659).11 "

—Form of Restricted Stock Award Agreement (Directors and Below) (incorporated by reference to -
Exhibit 10.9 to the Current Report on Form 8-K of Dynegy Inc. ﬁled on March 17, 2006, File No. 1-
15659). 11 :

-—Severance Agreement and Release, dated December 31, 2005, between Dynegy Inc. and Carol F.
Graebner (incorporated by reference to Exhibit 10.1 to the Current Report on Form 8-K of Dynegy
Inc. filed on January 6, 2006, File No. 1-15659). 11 . .. t

—Severance Agreement and Release dated December 31, 2005, between Dynegy Inc. and R. Blake
Young (incorporated by reference to Exhibit 10.2 to the Current Report on Form 8-K of Dynegy Inc.
filed on January 6, 2006, File No. 1-15659). TT SN ,

—Dynegy Inc. 401(k) Savmgs Plan, as amended and restated effective Janua.ry 1, 2002 (mcorporated
by reference to Exhibit 10.1 to the Registration Statement on Form S-8 of Dynegy Inc., Regrsr.ranon
No. 383-76570). 11 c

—First Amendment to the Dynegy Inc. 401(k) Savings Pl‘an effective February 11, 2002'(incorporated
by reference to Exhibit 10.19 to the Annual Report on Form 10-K for the Fiscal Year Ended
December 31, 2003 of Dynegy Inc., File No. 1-15659). 1

—Second Amendment to the Dynegy Inc 401(k) Savings Plan, effective January 1, 2002 (incorporated
by reference to Exhibit 10.20 to the Annuat Report on Form 10-K for the Fiscal Year Ended
December 31, 2003 of Dynegy Inc., File No. 1-15659). 11

—Third Amendment to the Dynegy Inc. 401(k) Savings Plan, effective October 1, 2003 (incorporated
by reference to Exhibit 10.21 to the Annual Report on Form 10-K for the Fiscal Year Ended
December 31, 2003 of Dynegy Inc., File No. 1-15659). t1 - Co

—Amendment to thé Dynegy Inc. 401(k) Savings Plan, effective January 1, 2004 (incorporated by
reference to Exhibit 10.18 to the Annual Report on Form 10-K for the Fiscal Year Ended December
31, 2003 of Dynegy Inc., File No. 1-15659). 11

—Dynegy Inc. 401(k) Savings Plan Trust Agreement (incorporated by reference to Exhibit 10.2 to the
Registration Statement on Form S-8 of Dynegy Inc., Registration No. 333-76570). 11 ‘

—Dynegy inc Deferred Compensati'on‘Pl_an (incorporated by 'rcfefence to Exnibit 4.6 to the
Registration Statement on Form S-8 of Dynegy Inc., Registration No, 333-76080). 11

—Dynegy Inc. Deferred Compensation Plan Trust Agreement (incorporated by reference to Exhibit 4.7
to the Regist_ration Statement on Form S-8 of D‘ynegy" Inc., Registration No. 333-76080). 1
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Number
10.30

10.31
10,32
l0.133
10.34

10.35

1036

1037
10.38
10.39
10.40

10.41

. Description

—Dyregy Inc. Short-Term Executive Stock Purchase Loan Program (incorporated by reference to
Exhibit-10.19 to the Annual Report on Form 10-K for the Year Ended December 31, 2001 of Dynegy
Inc., File No. 1-15659). 1. . )

—Dynegy Inc. Deferred Compensation Plan for Certain Directors (incorporated by reference to Exhibit
10.1 to the Quarterly Report on Form 10-Q for the Quarterly Period Ended June 30, 2003 of Dynegy
Inc., File No 1-15659). ‘H‘

—First Amendmenl to l.he Dynegy Inc Deferred Compensauon Plan for Certain Directors, dated
September 15, 2005 (incorporated by reference to Exhibit 10.4 to the Current Report on Form 8-K of
‘ Dynegy Inc. filed on September 19, 2005 Frle No. l 15659). 1+

—Second Amendment to the Dynegy Inc Deferred Compensauon Plan for Cenam Dlrectors dated
December 16, 2005 (incorporated by reference to Exhibit 10.1 to the Current Report on Form 8-K of
Dynegy Inc. filed on December 22, 2005, Flle No. 1-15659). 11

—Dynegy Inc. Executive Severance Pay Plan as amended and restated effective as of February 1, 2005
(incorporated by reference to Exhibit 99.3 to the Current Report on Form 8-K of Dynegy Inc. filed on
"~ June 28 2005, File No. 1- 15659) 1)

—~First Amendment to the Dynegy Inc. Executive Severance Pay Plan, dated September 15, 2005
(incorporated by reference to Exhibit 10.1 to the Current Report on Form 8-K of Dynegy Inc. filed on
September 19, 2005, File No 1 15659). TT

—Second Amendment to the Dynegy Inc. Executwe Severance Pay Plan, dated October 31 2005
(incorporated by reference to Exhibit 10.3 to the Current Report on Form 8-K of Dynegy Inc. ﬁled on
November 4, 2005 Flle No. I- 15659) 1

—Second Supplement to the Dynegy Inc. Executive Severance Pay Plan, dated November 20 2003
(incorporated by reference to Exhibit 99.4 to the Current Report on Form 8-K of Dynegy Inc. filed on
June 28, 2005 File No. 1-15659). ¢

—Fll'St Amendmem to the Second Supplement to the Dynegy Inc. Executive Severance Pay Plan, dated
June 22, 2005 (incorporated by reference to Exhibit 99.5 to the Cprrent Report on Fonn 8-K of
Dynegy Inc. filed on June 28, 2003, File No. 1-15659). 1

—Second Amendment to the Second Supplement to the Dynegy Inc: Executive Severance Pay Plan,
dated September 15, 2005 (incorporated by reference to Exhibit 10.2 to the Current Report on Form
8-K of Dynegy Inc. filed on September 19, 2005, File No. 1-15659). It

—Thn'd Amendment to the Second Supplement to the Dyregy Inc. Executive Severance Pay Plan,
dated October 31, 2005 (incorporated by reference to Exhibit 10.4 to the Current Report on Form 8-
K of Dynegy Inc. filed on November 4, 2005, File No. 1-15659). 11

—Dynegy Inc. Mid-Term Incentive Performance Award Program (incorporated by reference to Exhibit
10.29 to the Annual Report on Form 10-K for the Fiscal Year Ended December 31, 2003 of Dynegy
Inc., File No. 1-15659). tt

10.42 —Termination of the Dynegy Inc. Mid-Term Incentive Performance Award Program, effective

10.43

January 1, 2006 (incorporated by reference to Exhibit 10.35 to the Annual Report on Form 10-K for
the Fiscal Year Ended December 31, 2005 of Dynegy Inc., File No. 1-15659). Tt

—Dynegy Inc. Incentive Compensation Plan, as amended and restated effective January 1, 2006
(incorporated by reference to Exhibit 10.36 to the Annual Report on Form 10-K for the Fiscal Year
Ended December 31, 2005 of Dynegy Inc. File No. 1-15659).1

96




Exhibit
Number

10.44

'10.45

10,46

10.47

10.48

10.49

10.50

10.51
)

10.52

10.53

10.54

10.55 ..

Description :
 —Dynegy Northeast Generation, Inc. Savings Incentive Plan (incorporated by reference to Exhlblt 10. l
. to the Registration Statement on Form 5-8 of Dynegy Inc., Registration No.. 333-111985). 1%

——Amendmenl to the Dynégy Northeast Generation, Inc. Savings Incentive Plan, effective January 1,
2004 (incorporated by reference to Exhibit 10.31 t6 the Annual Report on Form 10-K for the Flscal
Year Ended December 31, 2003 of Dynegy Inc., File No. 1-15659): t1 - .

—Dynegy Inc. Severance Pay Plan, as amended and reslaled elfecuve February 1, 2005 (mcorporated
by reference to Exhlbu 99.1 to the Current Report on Form 8K of Dynegy Inc. ﬁled on June 28,
' 2005, File No. 1-15659). +1

—First Amendment to the Dynegy Inc. Severance Pay Plan dated October 31, 2005 (incorporated by,
reference to Exhnblt 10.1 to the Current Repon on Form 8 K of Dynegy Inc. ﬁIed on November 4,
2005, File' No 1-15659). T c

—Second Amendment to the Dynegy Inc. Severance Pay Plan, dated December 14, 2005 (mcorporated
by reference to Exhibit 10.41 to the Annual Report on Form 10-K for the Fiscal Year Ended
December 31, 2005 of Dynegy Inc. File No. 1-15659).1F

—-—Fl!‘Sl Supplemental Plan to the Dynegy Inc. Severance Pay Plan dated June 22; 2005 (mcorporated

-+ by reference to Exhibit 99.2 to the Current chorl on Form 8-K of Dynegy Inc. filed on-June 28,
2005, File No. 1-15659). tt

— First Amendment to the First Supplemental Plan to-the Dynegy Inc. Severance Pay. Plan, dated
« October 31, 2005 (incorporated by reference to Exhibit 10.2 to the Current Report on Form 8-K of
Dynegy Inc: filed on November 4, 2005, File No. 1-15659). {7 - .

— Fourth Amended and Reslated Credit Agreement, dated as of April 19, 2006, among Dynegy
Holdmgs Inc.; as borrower Dynegy Inc., as parent guamnlor the other guarantors party thereto, the
" lénders party thereto and various other parties thereto (mcorporaled by reference to Exhibit 10.1 to
the Current Report on Form 8-K of Dynegy Inc. filed on April 20, 2006, File No. 1-15659).

--Amendment No. 1, ‘dated as of May 26, 2006, 1o the Fourth Amended and Reslaled Credit”
Agreemem dited as of Apnl 19, 2006, among Dynegy Holdings Inc., as borrower, Dynegy Inc., as
parent guarantor the other guarantors party thereto, the lenders party thereto and the various other
parties thereto (incorporated by reference to Exhibit 10.1 to the Current Report on Form 8-K of
Dynégy Inc. ﬁled on June 1, 2006, File No. 1-15659)." T v,

—Amendmenl No 2 daled as of July 11, 2006, to the Fourth Aménded and Restated Credit
Agreemem dated as of April 19, 2006 among Dyriegy Holdings Inc., as borrower, Dynegy Inc., as
' parent guarantor, the other guarantors party thereto, the lenders party thereto and the various other
parties thereto {incorporated by reference to Exhibit 10.5 to the Quarterly Report on Form 10-Q for
» the Quarterly.Period Ended June 30, 2006 of Dynegy Inc., File No. 1-15659). .

—Shared Security Agreement, dated April 1, 2003, among Dynegy Holdings, Inc., various grantors
named therein, Wilmington Trust Company, as corporate trustee, and John M.-Beeson, Jr., as
individual trustee (incorporated by reference to Exhibit 10.32 to the Annual Report-on Form 10-K for
the Year Ended December 31, 2002 of Dynegy Inc,, File No. 1-15659)., . .

—Non-Shared Security Agreement, dated April 1, 2003, among Dynegy Inc., various grantors named
" therein and Bank One, N.A. as collateral agent (incorporated by reference to Exhibit lO 33tothe
Annual Report on Form 10-K for the Year Ended December 31; 2002 of Dynegy Inc., File
No. 1-15659). . .. .o S L
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Exhibit

Number
10.56

10.57

10.58

10.59

10.60

10.61

10.62

10.63

10.64

10.65

Description

—Collateral Trust and Intercreditor Agreement, dated as of April 1, 2003, among Dynegy Holdings
Inc., various grantors named therein, Wilmington Trust Company, as corporate trustee, and John M.
Beeson, Jr., as individual trustee (incorporated by reference to Exhibit 10.34 to the Annual Report on
Form 10-K for the Year Ended December 31, 2002 of Dynegy Inc., File No. 1-15659).

—-Amendment No. 1 to Collateral Trust and Intercreditor Agreement, dated as of May 28, 2004, among
Dynegy Holdings Inc., various grantors named therein, JPMorgan Chase Bank, as collateral agent,
Wilmington Trust Company, as corporate trustee, and John M. Beeson, Jr., as individual trustee
(incorporated by reference to Exhibit 10.2 to the Quarterly Report on Form 10-Q for the Quarterly
Period Ended June 30, 2004 of Dynegy Inc., File No. 1-15659).

—Intercreditor Agreement, dated August 11, 2003, among Dynegy Holdings Inc., various grantors
named therein, Wilmington Trust Company, as corporate trustee, John M. Beeson, Jr., as individual
trustee, Bank One, NA, as collateral agent, and Wells Fargo Bank Minnesota, N.A., as collateral
trustee (incorporated by reference to Exhibit 10.6 to the Quarterly Report on Form 10-Q for the
Quarterly Period Ended June 30, 2003 of Dynegy Inc., File No. 1-15659).

—Second Lien Shared Security Agreement, dated August i.l, 2003, among Dynegy Holdings Inc.,
various grantors named therein and Wells Fargo Bank Minnesota; N.A., as collateral trustee
(incorporated by reference to Exhibit 10.7 to the Quarterly Report on Form 10-Q for the Quarterly
Period Ended June 30, 2003 of Dynegy Inc., File No. 1-15659). '

—Second Lien Shared Security Agreement Supplement, dated as of August 24, 2005, by Dynegy -
Midstream Holdings, Inc., Dynegy Storage Technology and Services, Inc. and Dynegy Gas
Transportation, Inc. in favor of Wells Fargo Bank, N.A,, as collateral trustee (supplementing the
Second Lien Shared Security Agreement dated August 11, 2003 among Dynegy Holdings Inc.,
Dynegy Inc., as a grantor, the other grantors named therein and Wells Fargo Bank Minnesota, N.A.,
as collateral trustee) (incorporated by reference to Exhibit 10.12 to the Quarterly Report on
Form 10-Q for the Quarter Ended March 31, 2006 of Dynegy Inc., File No. 1-15659).

—Second Lien Non-Shared Security Agreement, dated August 11, 2003, among Dynegy Inc., various
grantors named therein and Wells Fargo Bank Minnesota, N.A., as collateral trustee (incorporated by
reference to Exhibit 10.8 to the Quarterly Report on Form 10-Q for the Quarterly Period Ended
June 30, 2003 of Dynegy Inc., File No. 1-15659).

—Purchase Agreement, dated August 1, 2003, among Dynegy Inc., Dynegy Holdings Inc. and the
initial purchasers named therein (incorporated by reference to Exhibit 10.9 to the Quarterly Report
on Form 10-Q for the Quanerly Period Ended June 30, 2003 of Dynegy Inc., File No, 1-15659).

—Purchase Agreement, dated August 1, 2003, among Dynegy Holdings Inc., the guarantors named
therein and the initial purchasers named therein (incorporated by reference to Exhibit 10.10 to the
Quarterly Report on Form 10-Q for the Quarterly Period Ended June 30, 2003 of Dynegy Inc., File
No. 1-15659).

—Purchase Agrecement, dated September 30, 2003, among Dynegy Holdings Inc., the guarantors named
therein and the initial purchasers named therein (incorporated by reference to Exhibit 99.2 to the
Current Report on Form 8-K of Dynegy Inc. filed on October 15, 2003, File No. 1-15659).

—Purchase Agreement, dated as of March 29, 2006, for the sale of $750,000,000 aggregate principal
amount of the 8.375% Senior Unsecured Notes due 2016 of Dynegy Holdings Inc. among Dynegy
Holdings Inc. and the several initial purchasers named therein (incorporated by reference to Exhibit
10.11 to the Quarterly Report on Form 10-Q for the Quarter Ended March 31, 2006 of Dynegy Inc.,
File No. 1-15659).
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Exhibit
Number

19.66
10.67
10.68
10.69
10.70
10.71
‘10:72
10,73
10.74

10.75

10.76

Description

—Escrow Agreement, dated as of September,30, 2004, among Illinova Corporation, Ameren
Corporation and JPMorgan Chase Bank, as escrow agent (incorporated by refetence to Exhibit 10.2
.to-the Quarterly Report on Form 10-Q for the'Quarterly Period Ended September 30 2004 of Dynegy
Inc., File No. 1-15659).

—Stock Purchase Agreement, dated as of November, 1, 2004,"among Dynegy New York Holdings Inc.,
Exelon.SHC, Inc., Exelon New England Power Marketing, L.P. and ExRes SHC, Inc. {(incorporated
by reference to Exhibit 10.48 to the Annual Report on Form 10-K for the Fiscal Year Ended
December 31, 2004 of Dynegy Inc. Flle No. 1-15659)

. —Amendment to Stock Purchase Agreement (Special, Payroll Payment) dated as of January 28, 2005,

among Dynegy New York Holdings Inc., Exelon SHC, Inc., Exelon New England Power Marketing,
L.P. and ExRes SHC, Inc. (incorporated by reference to Exhibit 10.49 to the Annual Report on
Form 10-K for the Frscal Year Ended December 31, 2004 of Dynegy Inc. File No. 1-15659)

—~—Amendment to Stock Purchase Agreement dated as of January 31, 2005, among Dynegy New York
Holdmgs Inc., Exelon SHC, Inc:, Exelon New England Power Marketmg, L.P. and ExRes SHC, Inc.
(incorporated by reference to Exhibit 10.50 to the Annual Report on Form 10-K for the Fiscal Year
" Ended December 31, 2004 of Dynegy Inc, File No. 1- 15659)

—Amendment to Stock Purchase Agreement (Luz Sale), dated as of January ] 31 2005 among Dynegy
New York Holdings Inc., Exelon SHC, Inc., Exelon New England Power Marketing, L.P. and ExRes
SHC, Inc. (incorporated by reference to;Exhibit 10.51 to the Annual Report on Form 10-K for the
Fiscal Year Ended December 31, 2004 of Dynegy Inc, File No: 1-15659).

—Tenth Amendment tc Amended and Restated Base Gas Sales Agreement dated as of June 29, 2001,
by and between Enron North America Corp. and Sithe/Independence Power Partners,.L.P.
(incorporated by reference to Exhibit 10.52 to the Annual Report on Form 10-K for the Fiscal Year
Ended December 31, 2004 of Dynegy Inc. Fnle No 1 15659)

—Assignment and Assumption Agreement, dated as of ‘November 17, 2004, between Dynegy Power
Marketing, Inc. and Constellation Energy Commodities Group, Inc. (mcorporated by reference to
Exhibit 10.54 to the Annual Report on Form 10:K for the Flscal Year Ended December 31, 2004 of
Dynegy Inc., File No. 1-15659). v

—Partnershtp Interest Purchase Agreement dated as of August 2005 'among Dynegy Inc. Dynegy
Holdings Inc., Dynegy Midstream Holdings, Inc., and Dynegy Mldstream G.P. !nc as Sellers and
Targa Resources, Inc., Targa Resources Partriers OLP LP, and Targa Midstream GP, LLC as Buyers
(mcorporated by reference to Exhibit 10.1 to the Quarterly Report on Form lO—Q for the Quarterly
Period Ended September 30, 2005 of Dynegy Inc., File No. 1-15659).

—Steam and Electric Power Sales Agreement dated as of September 62005, between-Cogen
Lyondell; Inc. and Lyondell Cherical Company (incorporated by reference’ to Exhibit 10.2 to the
Quarterly Report on Form 10-Q for the Quarterly Period Ended September 30, 2005°0f Dynegy Inc.,
File No. 1-15659). o . ,

—Services Agreement for CLI Facility, dated as of September 6, 2005, betWeen Cogen Lyondell, Inc.
and Lyondell Chemical Company (incorporated by reference to Exhibit-10.3 to the Quarterly Report
on Form 10-Q for the Quarterly Period Ended September 30, 2005 of Dynegy Inic., File
No. 1-15659). . . .

L

—Amended and Restated Lease and Easement Agreernent, dated as of September 6, 2005, between
"Cogen Lyondell, Inc. and Lyondell Chemical Company‘(incorporated by reference to Exhibit 10.4 to
the Quarterly Report on Form 10-Q for the Quarterly Perlod Ended September 30 2005 of Dynegy
Inc., File No. 1-15659). \ ! '
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Number

10.77

10.78

10.79

10.80

10.81

10.82

10.83

10.84

10.85

10.86

10.87

10.88

10.89

Description

—~Guaranty Agreement, dated as of Septémber 6, 2005, by Dynegy Holdings Inc. on behalf of Cogen
Lyondell, Inc. in favor of Lyondell Chemical Company (incorporated by reference to Exhibit 10.5 to
the Quarterly Report on Form 10-Q for the Quarterly Period Ended September 30, 2005 of Dynegy
Inc., File No. 1-15659).

—Termination Agreement and Release, dated as of December 23, 2005, between Quachita Power, LLC
and Dynegy Power Marketing, Inc. (incorporated by reference to Exhibit 10.1 to the Current Report
on Form 8-K of Dynegy Inc. filed on December 28, 2005, File No. 1-15659).

—Purchase Agreement (Rocky Road Power), dated December 27, 2005, between NRG Recky Road
LLC, NRG Energy, Inc., Termo Santander Holding, L.L.C. and Dynegy Inc. (incorporated by
reference to Exhibit 10. 2 to the Current Report on Form 8-K: of Dynegy Inc. filed on December 28,
2005, File No. 1-15659).

—Purchase Agreement (West Coast Power); datea December 27, 2005, between NRG West Coast
LLC, NRG Energy, Inc., DPC II Inc. and Dynegy Inc. {incorporated by reference to Exhibit 10.3 to
the Current Report on Form 8-K of Dynegy Inc. filed on December 28, 2005, Flle No. 1-15659).

—Stipulation of Settlement, dated May 2, 2005, (Shareholder Class Action ngatnon) (incorporated by
reference to Exhibit 10.2 to the Quarterly Report on Form 10-Q for the Quarterly Period Ended
March 31, 2005 of Dynegy Inc., File No. 1-15659),

—Stipulation of Settlement dated April 29, 2005, (Shareholder Derivative Litigation) (incorporated by
reference to Exhibit 10.2 to the Quarterly Report on Form 10-Q for the Quarterly Period Ended
March 31, 2005 of Dynegy Inc., File No 1- 15659)

—Baldwin Consent Decree, approved May 27,2005 (mcorporated by reference to Exhlblt 99.1 to the
Current Report on Form 8-K of Dynegy Inc. filed on May 31, 2005, File No. 1-15659).

—Director Compensation Summary (incorporated by reference to Exhibit 99.1 to the Current Report on
Form 8-K of Dynegy Inc. filed on May 24, 2005, File No. 1-15659). 1%

—Purchase Agreement, dated as of May 21 2006, by and between Dynegy Inc. and Rockingham
Power, L.L.C., as sellers, and Duke Power Company LLC d/b/a Duke Energy Carolinas, LLC, as
purchaser (incorporated by reference to Exhibit 10.1 to the Current Report on Form 8-K of Dynegy
Inc. filed on May 25, 2006, File No. 1-15659).

—Preferred Stock Redemptton Agreement dated as of Ma)'r 22, 2006, by‘ and between Dyhegy Inc. and
Chevron U.S.A. Inc. (incorporated by reference to Exhibit 10.2 to the Current Report on Form 8-K of
Dynegy Inc. filed on May 25, 2006, File No. 1-15659).

—Exchange Agreement, dated as of July 21, 2006, by and among Dynegy Holdings Inc., RCP Debt,
LLC and RCMF Debt, LLC (incorporated by reference to Exhibit 10.1 to the Current Report on
Form 8-K of Dynegy Inc. filed on July 24, 2006, File No. 1-15659).

~—Voting Agreement, dated as of September 14, 2006, by and among LSP Gen Investors, LP, LS Power
Partners LP, LS Power Associates, L.P., LS Power Equity Partners PIE I, LP, LS Power Equity
Partners, L.P. and Chevron U.S.A. Inc. (incorporated by reference to Exhibit 10.1 to the Current
Report on Form 8-K of Dynegy Inc. filed on September 19, 2006, File No. 1-15659).

—Voting Agreement, dated as of September 14, 2006, by and among LS Power Associates, L.P., LSP
Gen Investors, LP, LS Power Equity Partners PIE I, LP, LS Power Equity Partners, L.P., LS Power
Partners, LP and Bruce A. Williamson, Stephen A. Furbacher, Holli C. Nichols, Lynn A. Lednicky
and J. Kevin Blodgett (incorporated by reference to Exhibit 10.2 o the Current Report on Form §-K
of Dynegy Inc. filed on September 19, 2006, File No. 1-15659).
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Number
10.90

10.91

1092

10.93
14.1

*%2].1
%423 |
*4232
#4241

**31.1
**31.2
132.1

132.2

Description

—Corporate Opportunity Agreement, dated as of September 14, 2006, between Dynegy Acquisition,
Inc. and LS Power Development, LLC (incorporated by reference to Exhibit 10.3 to the Current
Report on Form 8-K of Dynegy Inc. filed on September 19, 2006, File No. 1-15659).

—BGS-FP Supplier Forward Contract dated September 20, 2006 (Term through May 31, 2008) by and
between Dynegy Power Marketing, Inc., Central Illinois Light Company d/bfa AmerenCILCO,
Central Illinois Public Service Company d/b/a AmerenCIPS and Illinois Power Company d/b/a
AmerenlP (incorporated by reference to Exhibit 10.1 to the Current Report on Form 8-K of Dynegy
Inc. filed on September 25, 2006, File No. 1-15659).

—BGS-FP Supplier Forward Contract dated September 20, 2006 (Term through May 31, 2009} by and
between Dynegy Power Marketing, Inc., Central Illinois Light Company d/b/a AmerenCILCO,
Central Illinois Public Service Company d/b/a AmerenCIPS and lilinois Powér Company d/b/a
AmerenlP (incorporated by reference to Exhibit 10.2 to the Current Report on Form 8 K of Dynegy
Inc. filed on September 25 2006, File No. 1-15659).

—Asset Purchase Agreemem dated January 31, 2007 by and between Dynegy Holdmgs Inc
Calcasieu Power, LLC and Entergy Gulf States, Inc. (incorporated by reference to Exhibit 10.1 to the
Current Report on Form 8-K of Dynegy Inc. filed on February 2, 2007, File No. 1-15659).

« —Dynegy Inc. Code of Ethics for Senior Financial Professionals (incorporated by reference to - '

‘Exhibit 14.1 to the-Annual Report on Form 10-K for the Fiscal Year Ended December 31 2003 of i
Dynegy Inc., File No. 1- 15659). -

—-Subsidiaries of the Registrant.
—Consenﬁ of PricewaterhouseCoopers LLP. .
—Consent of PricewaterhouseCoopers LLP (West Coast Power LLC).

'—Powers of Anomey of Dlrectors and Ofﬁcers of the registrant (included on the Form 10-K Signature

Page).

—Chief Executive Officer Certification Pursuant to Rule 13a-14(a) and 15d-14(a), As Adopted
Pursuant to Section 302 of the Sarbanes-Oxley Act of 2002,

—Chief Financial Officer Certification Pursuam to Rule 13a-14(a) and 15d-14(a}, As Adopted Pursuant
to Section 302 of the Sarbanes-Oxley Act of 2002.

—Chief Executive Officer Certification Pursuant to 18 United States Code Section 1330, As Adopted
Pursuant to Section 906 of the Sarbanes-Oxley Act of 2002,

—Chief Financial Officer Certification Pursuant to 18 United States Code Sectlon 1350 As Adopted
Pursuant to Section 906 of the Sarbanes-Oxley Act of 2002.

**  Filed herewith )

t  Pursuant to Securities and Exchange Commission Release No. 33-8238, this certification will be treated as
“accompanying” this report and not “filed” as part of such report for purposes of Section 18 of the Securities
Exchange Act of 1934, as amended, or the Exchange Act, or otherwise subject to the liability of Section 18

~of the Exchange Act, and this certification will not be deemed to be incorporated by reference into any filing
under the Securities Act of 1933, as amended, or the Exchange Act. ’ '

.
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SIGNATURES

Pursuant to the requ1rements of Section 13 or 15(d) of the Securities Exchange Act of 1934, the registrant |
has duly caused this report to be signed ‘on its behalf by the undersigned, the thereunto duly authorized.

]

DYNEGY INC.

Y

Date: February 27, 2007 S . By fs/  BRUCE A. WILLIAMSON

Bruce A, Williamson
Chief Executive Officer and
Chairman of the Board

.1

KNOW ALL PERSONS BY THESE PRESENTS, that each person whose signature appears below hereby
constitutes and appoints J. Kevin Blodgett, Kent R. Stephenson and Heidi D. Lewis, each of them, his or her true
and lawful attorneys-in-fact and agents, with full power of substitution and resubstitution, for him or her and in
his or her name, place and stead, in any and all capacities, to sign, execute and file this report under the Securities
Exchange Act of 1934 and any and all amendments to this report, and to file the same, with ail exhibits thereto,
and other documnents in connection therewith, with the Securities and Exchange Commission, granting unto said
attorneys-in-fact and agents full power and authority to do and perform each and every act and thing requisite
and necessary to be done in connection therewith, as fully to all intents and purposes as he or she might or could
do in person, hereby ratifying and confirming all that said attorneys-in-~fact and agents, or theirs or his or her
substitutes, may do or cause to be done by virtue hereof. :

Pursuant to the requirements of the Securities Exchange Act of 1934, this report has been sxgned below by
the following persons in the capacities and on the dates indicated.

s/ BRUCE A. WILLIAMSON Chief Executive Officer and Chairman February 27, 2007

Bruce A. Williamson of the Board (Principal Executive
Officer) k
/st HoLu C. NICHOLS ] Executive Vice President and Chief | February 27, 2007
Holll C. Nichols . Financial Officer (Prmcnpal
' ’ Financial Officer)
/s/ CAROLYNJ. STONE - Senior Vice President and Controller February 27, 2007
Carolyn J. Stone (Principal Accounting Officer) :
/s/ DAVID W.BIEGLER' Director ’ P February 27, 2007
David W. Biegler ' ' ' '
ts/ THomas D. CLARK, JR. Director ' February 27, 2007
Thomas D. Clark, Jr. . :
/s/ . VICTOR E. GRUALVA _ . Director .. . February 27, 2007
Victor E. Grijalva y .
/s{  PATRICIA A. HAMMICK Director February 27, 2007

Patricia A. Hammick

/s! GEORGE L. MAZANEC Director " February 27, 2007
George L. Mazanec
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/s/ ROBERT C. OELKERS

Robert C, Oelkers

/s/ REBEcca B. ROBERTS

Rebecca B. Roberts

/s/ HowaRD B. SHEPPARD

Howard B. Sheppard

fs/  WiLLlaM L. TRUBECK

William L. Trubeck

]

Lo !

Director

i

Director

- Director

Director
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‘Report of lndependent Reglstered Public Accounting Firm T

To the Board of Directors and Stockholders of Dynegy Inc : . R ' '

We have completed integrated audits of Dynegy Inc.’s consolldated financial statements and of its internal
control over financial reporting as of December 31, 2006, in accordance with the standards of the Publlc
Company Accounting Oversight Board (United States). Our opinions, based on our audits, are presented below '

: M ¢ .

Consolidated financial statements and financial statement schedules

In our opinion, the consolidated financial statements listed in the accompanying index present fairly, in all
material respects, the financial position of Dynegy Inc. and its subsidiaries at December 31, 2006 and 2005, and
the results of their operations and their cash flows for each of the three years in the period ended December 31,
2006 in conformity with accounting principles generally accepted in the United States of America. In addition, in
our opmlon the financial statement schedules listed in the accompanying index present fairly, in all material
respects, the information set forth therein when read in conjunction with the related consolidated financial
statements. These financial statements and financial statement schedules are the responsibility of the Company’s
management. Qur responsibility is to express an opinion on these financial statements and financial statement
schedules based on our audits. We conducted our audits of these statements in accordance with the standards of
the Public Company Accounting Oversight Board {United States). Those standards require that we plan and ™
perform the audit to obtain reasonable assurance about whether the financial statements are free of material
misstatement. An audit of financial statements includes examining, on a test basis, evidence supporting the
amounts and disclosures in the financial statements, assessing the accounting principles used and significant
estimates made by management, and evaluating the overall financial statement presentation. We believe that our
audits provide a reasonable basis for our opinion. '

As discussed in Note 17, the Company is the subject of substantial litigation. The Company’s ongoing
liquidity, financial position and operating results may be adversely impacted by the nature, timing and amount of
the resolution of such litigation, The consolidated financial statements do not include any adjustments, beyond
existing accruals applicable under Statement of Financial Accounting Standards No. 5, “Accounting for
Contingencies,” that might result from the ultimate resolution of such matters,

Internai control over financial reporting

Also, in our opinion, management’s assessment, included in Management’s Report on Internal Control over
Financial Reporting appearing under Item 9A, that the Company maintained effective internal control over
financial reporting as of December 31, 2006, based on criteria established in Internal Control—Integrated
Framework issued by the Committee of Sponsoring Organizations of the Treadway Commission {COSO), is
fairly stated, in all material respects, based on those criteria. Furthermore, in our opinion, the Company
maintained, in all material respects, effective internal control over financial reporting as of December 31, 2006,
based on criteria established in Internal Control—Integrated Framewaork issued by the COSO. The Company’s
management is responsible for maintaining effective internal control over financial reporting and for its
assessment of the effectiveness of internal control over financial reporting. Our responsibility is to express
opinions on management’s assessment and on the effectiveness of the Company’s internal control over financial
reporting based on our audit. We conducted our audit of internal control over financial reporting in accordance
with the standards of the Public Company Accounting Oversight Board (United States). Those standards require
that we plan and perform the audit to obtain reasonable assurance about whether effective internal control over
financial reporting was maintained in all material respects. An audit of internal control over financial reporting
includes obtaining an understanding of internal control over financial reporting, evaluating management’s
assessment, testing and evaluating the design and operating effectiveness of internal control, and performing such
other procedures as we consider necessary in the circumstances. We believe that our audit provides a reasonable
basis for our opinions.

F-2




A company’s internal control over financial reporting is a process designed to provide reasonable assurance
regarding the reliability of financial reporting and the preparation of financial statements for external purposes in
accordance with generally accepted accounting principles. A company’s initernal control over financial reporting
includes those policies and procedures that (i) pertain to the maintenance of records that, in reasonable detail,
accurately and fairly reflect the transactions and dispositions of the assets of the company; (ii) provide reasonable
assurance that transactions are recorded as necessary to permit preparation of financial statements in accordance
with generally accepted accounting principles, and that receipts and expenditures of the company are being made
only in accordance with authorizations of management and directors of the company; and (iii) provide reasonable
assurance regarding prevention or timely detection of unauthorized acquisition, use, or disposition of the
company's assets that could have a material effect on the financial staterments.

" Because of its inherent limitations, internal control over financial reporting may not prevent or detect
misstatements. Also, projections of any evaluation of effectiveness to future periods are subject to the risk that '
controls may become inadequate because of changes in conditions, or that the degree of compliance with the
policies or procedures may deteriorate. ' :

‘ .

PricewaterhouseCoopers LLP
Houston, Texas ‘
February 27, 2007 : : . 4




DYNEGY INC.

CONSOLIDATED BALANCE SHEETS
(in millions, except share data)

Current Assets . .
Cashand cash equivalenis .. ... .. . . i i it it e
Restrictedcash ...... .0ttt iiieir s e e
Accounts receivable, net of allowance for doubtful accounts of $48 and $103, respectively ............:
Accounts receivable, affiliates .. ... .. s
T 1 00) o I
Assets from risk-management actiVilies . . .. ... ... i i i i
Deferred INCOME TAXES .ottt it et aa e aeaaaenannensassstans
Prepayments and other CUMTENT aSSELS . . . . .. ...\ttt iain it narasrr e raassas

Total CUrmTent ASSELS ... ... ... . ittt e s .

Property, Plant and Equipment .......... ... . i uaim e
Accumulated depreciation .......... . i i e

Property, Plant and Equipment, Net . ............. ... i i
Other Assets
Unceonsolidated investments . . .. .. ...ttt ie et e it tiesanaaianans
T Tl T IR (1723 { 1 1= 11 SO
Assets from nsk—management ACHVILES . o oottt ittt e e e
[manglbte 137 1 ey
Defermed INCOME LAXES ... ...ttt ettt e ittt it et aia e e
Other JONE-LEIT ASSEIS .. ..ttt ettt r e s et te et e s anarsr s e e e aaaaaaaat iy

LIABILITIES AND STOCKHOLDERS®’ EQUITY

Current Liabilities

ACCOUNIS PaYADIE .. i e e e
Accounts payable, affiliates .. ... ... ... L. e, e .
Accruedinterest . ...l S e
Accrued liabiiities and other current liabilities ............. ... e
Liabilities from risk-management actiVities , . ... ... ouuriiutiiiit it ai s
Notes payable and current portion of long-termdebt. . ...

Total Current Liabilities .. ... ... ... . . . i i

Long-termdebt .. .. .. oot e i e i
Long-termdebt to affiliates ........... .. . . . i i e e e

Long-Term Debt . . ... . it i i e
Other Liabilities ’
Liabilities from risk-management activilies . . ... ... ..o ittt iiiaiaiaar i ir s
Deferred iNCOME LAXES . ..ot ittt ittt e e a s
Otherlong-term Babilities .. ..., .o e RN

Total Liabilities . .. ~.......... N S

Commitments and Contingencies (Note 17)
Redeemable Preferred Securities, redemption value of zero at December 31, 2006 and $400 at

December 31, 2005 (Note 15) ... ...... ..o ;

Stockholders’ Equlty
Class A Comrmon Stock, no par value, 900,000,000 shares authorized at December 31, 2006 and
December 31, 2005; 403,137,339 and 305,129,052 shares issued and outstanding at December 31, 2006

and December 31, 2005, TESPECHVELY .\t v 'ttt vt ene iatasrna e eaiaeaeaaannrireiaes A

Class B Common Stock, no par value, 360,000,000 shares authorized at December 31, 2006 and
December 31, 2005 96,891,014 shares issued and outstanding at December 31, 2006 and December 31,
00 e e e e

Additional paid-in caplual .................................... e ettt e

Subscriptions receivable . ... L. L e e

Accumulated other comprehensive income, et of taX ... ... ... e

Accumulated defiCit .. .. .. . e e

Treasury stock, at cost, 1,787,004 and 1,714,026 shares at December 31, 2006 and December 31, 2005,

P PECH VLY . . e e e e ia e iaa e

Total Stockholders’ Equity ....... .. ... i i i e
Total Liabilities and Stockholders’ Equity ............. ... .. i i,

See the notes to the consolidated financial statements
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December 31, December 31,
2006 2005
A ) | $ 1,549
280 397
257 611
1 29
194 214
794 665
- 93 ¢ 14 .
92 227
2,082 3,706
6,473 6,515
(1,522) (1,192)
4,951 5323
—_ 270
83 ' 85
16 165
347 392
12 3
139 182
$ 7,630 $10,126
$ 172 $ 504
— 46
66 159 -
231 649
722 687
68 71
1,259 2,116
2,990 4,028
200 200
3,190 4,228
35 255
469 558
410 429
5,363 7.586
— 400
3,367 2,949
+ 1
1,006 1,006
39 51
(8) ®
67 4
(2,135) (1.793)
(69) (69
2,267 2,140
$ 7,630 510,126




DYNEGY INC.
CONSOLIDATED STATEMENTS OF OPERATIONS

(in millions, except per share data)

Revenues ... ... e
Cost of sales, exclusive of depreciation shown separatelybelow ...............
Depreciation and amortization eXpense ... ..........ouverrreenneennnnronns
Impairment and othercharges ............ ... ... . i i
Gain (loss)onsale of 888615, BB . ... ... . ittt it e
General and adminiStrative BXPenses ... ...cuv vt iientinnrrnriaveanreenanns

Operating income (loss) ............. e P
Earnings (losses) from unconsolidated investments .........................
Interest eXPense . . ...ttt
Debt conversion CostS . ... ... u it i i e
Other income and €Xpense, MEL . ...........onininiiiiinrnninnereniinnnns,
Minority iNerest EXPeNMSe . .. ..o ittt i i i ey

Loss from continuing operations before incometaxes .......................
Incometax benefit ........ ... i e L.

Loss from continuing operations .. ........... ... iiiicint e
Income from discontinued operations, net of tax expense of $6, $357 and $111, .
respectively (Note d) ... ... ..

Income (loss) before cumulative effect of change in accounting principles .. .. ...
Cumulative effect of change in accounting principles, net of tax benefit of zero,
$2 and zero, respectively (Note 2) ... ... . i

Netincome (1058) ...ttt ittt ittt it ieceararanaananannn
Less: preferred stock dividends ............... ... ... ... i il

Net income (loss) applicable to common stockholders ......... e
Earnings (Loss) Per Share (Note 16):
Basic earnings (loss) per share:

Loss from continuing operations . .............c.ciiremrnrennnnneroans

Income from discontinued operations ................ ... . 0o,
Cumuiative effect of change in accounting principles . ...................

Basic eamings (loss) pershare . ...................... e

Diluted earnings (loss) per share:
Loss from continuing operations ............ N
Income from discontinued operations . ............. ... .. 000 iiiiiian.
Cumulative effect of change in accounting principles . ...................

Diluted earnings (loss) pershare ...................... e |

Basic shares outstanding - . . ... ...ttt e e
Diluted shares outstanding .. .......... .. . i i i,

See the notes to the consolidated financial statements
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Year Ended December 31,
2006 2005 2004
$2,017 $2313 $2451
(1,387) (2416) (1,850)

(230) (2200  (235)
(155) (46) (78)
3 . (1) (58)
(196)  (468)  (330)
52 (838)  (100)
(1) ) 192
(382) (389) (453)
(249) —. @ —
54 26 12
— — - 3)
(526) (1,199)  (352)
168 395 172
(358)  (804)  (180)
24- 899 165
(334) 95 (15)
1 ¢ -
(333) 90 (15)
9 ) 22
$ (342) 8 68 § (37
$ (0.80) $ (2.13) $ (0.53)
005 .232 043
, — (0.01) —
$°00.75) $ 0.18 $ (0.10)
$ (0.80) $ (2.13) $ (0.53)
0.05 232 043
— 00  —
$(0.75) $ 0.18 $ (0.10)
459 387 378
509 513 504




DYNEGY INC.

CONSOLIDATED STATEMENTS OF CASH FLOWS
{in millions)

. Year Ended December 31,
. . ‘ 2006 2005 2004
CASH FLOWS FROM OPERATING ACTIVITIES: o
Netincome (OSS) . ..o iirit it ettt et [ $ (333 $. 90 5 (15
‘Adjustments to reconcile income (lass) to net cash flows from operating activities: '
Depreciation and AaMOTHZAON . .. ...\ eneneeeeanneneneraraannnnnnsn- 265 278 356
Impairment and othercharges . ............. . i 155 "+ 46 83
(Earnings) losses from unconsolidated investments, net of cash dlsmbutlons 1 73 (66)
Risk-management activities ........... ... i (87) 46 , (50)
Gainonsale of assets, NEL ... .. ... . ittt (3) (l 096) (1D
Deferredtaxes ..........coovvivennnn.en et e (ez2y a3 8
Cumulative effect of change in accounting principles (Note 2) .......... P (1) o5 —
Reserve for doubtful accounts .. ...............-. e © (35 |
Liability associated with natural gas transportation contracts (Note d) ........ - (148)
Independence toll seitlement charge (Note 3) ... ... ... ... iaai : - 169 —
Legal and settlement charges .. ... ... ... ot 2y 119, 104
.. Sterlington toll settlement charge,(Note d) .......... PP e — 364 —
' Sithe Subordiriated Debt exchange charge (Note 12) ... .................. 36 — —_
T Debt CONVELSION COSLS . o v v v v ettt s e e e e e et e et aa e aanaeenaan . 249 —
110 11 1T~ P Y S I 18 -+ ({49)
Changes in working capital:
' Accountsreceivable ................... ... e 391- (134) 4
INVENIOTY . .ottt ittt ettt e et e e ' 8 91 (36)
‘ , Prepayments and other assets ............ ... ...t 126 148 ~(107)
: Accounts payable and accrued liabilities ... ............ ... .. .. \ (885) 1 (2) '(13)
‘ Changes in NON-CUITENE ASSELS . . v vvt vttt et naanr e aaaaaaanenns ; 11 5. 22
Changes in non-current liabilities .............. .. ... ..o i 3 24 49
i Net cash provided by (used in) operating activities ........................... 194y (30) + S
. CASH FLOWS FROM INVESTING ACTIVITIES: ‘ o "o
Capital expendituIes ......... ... . ittt i e {155) (195) ' (311)
Proceeds from asset sales,net .............., e . 227 2,488 576
Business acquisitions, net of cash acquired ................ ... L. 8) (120) 3
Proceeds from exchange of unconsolidated investments, net of cash acquired
Co(Note3and NOte d) . . ... ittt e 165 — —_
(Increase) decrease inrestrictedcash .. ... ... ... . i il i L. 121 33 -
Otherinvesting, NEt ... ...t e 8 4 —
Net cash provided by investing activities ............... ... ..coiiiiiiinn ; 358 - 1,824 262
CASH FLOWS FROM FINANCING ACTIVITIES: ' L
Net proceeds from long-term borrowings . .............cco o, L. 1,071 600 © 581
Repayments of borrowings .............. ... ... P (1,930) (1,432)  (650)
Dbt CONVEISION COSES & ot v vt ettt ettt v i neeee e eeaanesan e sanansss (249) C— —
Redemption of Series C Preferred (Note 13) . ....... ... ..ot (400) U —
Net proceeds from issuance of capitalstock ...... ... .. ... .. i o 183 , 2. .5
Dividends and other distributions, net ........................ P (17 (22) (22)
Other financing, Net . ... ... i i e e e —_ Q2N 29
Net cash used in financing activities ................... e (1,342) (873) (115
Effect of exchange rate changesoncash . .......... ... ... o i in, =+ (D
Net increase (decrease) in cash and cashequivalents . ......................... (1,178) 921 151
Cash and cash equivalents, beginning of period ... ............... i [ 1,549 628 477
Cash and cash equivalents, endof period ................ .. ... ... P, $ 371 $1549° $628

See the notes to the consolidated financial statements
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DYNEGY INC,

CONSOLIDATED STATEMENTS OF CHANGES IN STOCKHOLDERS’ EQUITY
(in millions)

Accumulated
Additional Other
Commen Pgid-In  Subscriptions Comprehensive Accumulated Treasury
Stock Capital Receivable  Income {Loss) Deficit Stock Total .
December 31,2003 ............ $3,854 § 41 38 $Q0) $(1,824) $(68) $1.975
Netloss ........ e J— — — ¢ ) Je— (15)
Other comprehensive income, net :
oftax ............ .. ... ... = — — 7 — — 7
Options exercised ............. -5 (6) — — : — - (1)
Dividends and other .
distributions . ............... — — —_ — 22y — (22)
401(k) plan and profit sharing ' o
Stock ... 6 — — — c —_ 6
Options and restricted stock
granted .................... — _ 6 — —_ . = — 6
December 31,2004 ............ $3.865 § 41 @ 8313 $(1,861y $(68) $1,956
Netincome ............counn.. — — —_ — 90 — - 9
Other comprehensive income, net
oftax ..................... — — — 17 —_ —_ 17
Options exercised -............ 4 1 — —_ — [6))] 4
Dividends and other ‘
distributions . . ... ceeiaaas — —_ — J— 22 _ (22)
401(k) plan and profit sharing . .
StOCK . ... 5 — . — — — — 5
Options and restricted stock
granted .................... — 9 _- .. —. — — 9
Shareholder litigation B
csettlement .. .......... ..., 81 —_ —_ _ — —_ 81
December 31,2005 ............ $3955 $51 © § (8 $ 4 $(1,793)  $(69) $2,140
Netloss ..........c....oooon. - — — — (333) — (333)
Other comprehensive income, net ‘ ' ,
oftax ..................... — — — 98 — - 98
Adjustment to initially apply
SFAS No. 158, net of tax benefit _ : :
of 821 .. ... ... L. — — — (35) — — (35)
Options exercised ............. 5 5 —_ — —_ R —
Dividends and other ‘
distributions ............. v — — — . —_ () — ®
401(k) plan and profit sharing '
SLOCK . ..o 30— — — R — "3
Options and restricted stock
granted .................... — 8 — S — — 8
Equity issuance (Note 12) ....... 185 4] — — _— — 178
Equity conversion (Note 12) ... .. 225 (8) = — T — — 1217
December 31,2006 ............ $4373  § 39 (8 67 $(2,135)  $(69) $2,267

See the notes to the consolidated financial statements
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DYNEGY INC.

CONSOLIDATED STATEMENTS OF COMPREHENSIVE INCOME (LOSS)
(in millions)

Year Ended December 31,

t 2006 ' ' 2005 2004
Nét income (foss) .................. BT e e CLU8(333). 890 $(15)
Cash flow hedging activities, net: ' ‘ , } b ) '
Unrealized mark-to-market gains (losses) ansmg durmg penod nel ..... .. 95 (70 (62)
Reclassification of mark-to-market (gams) losses to cammgs net ...... . .!.' Y] 84 ' 36
Changes in cash flow hedging activities, net (net of tax beneﬁt (expense) of Lo ,
$(46), $(8) and $16, respectively) ....... e s 78 14 - .(26)
Foreign currency translation adjustments .. .............. .. cveevie o0 (1) 8 {an
Minimurm pension liability (net of tax benefit (expense) of ($5), $3 and $(”6), . ' )
respectively) ... . e R 100 (5 - 4
Unrealized gains on securities, net of tax expense of $(7) ....... T ... 1 — —
Other comprehensive income, netoftax *........... LR .. 98" 17
Comprehensive income (108S) . ... ... ..oiiiiiui ittt ey $(235)  $107 $ (8
i ! » -
| |
| ' " M . '
i . o
, " [ '
i . ¢ H
S !

P ' e

See the notes to the consolidated financial statements - ¢
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DYNEGY INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

Note 1—Organization and Operations of the Company

Dynegy Inc. (together with cur subsidiaries, “we”, “us” or “our”) is a holding company and conducts
substantially all of its business through its subsidiaries. Our current business operations are focused primarily on the
power generation sector of the energy industry. We report the results of our power generation business as three
separate segments in our consolidated financial statements: (1) the Midwest segment (GEN-MW); (2) the Northeast
segment (GEN-NE); and (3) the South segment (GEN-SO). We also separately report the results of our CRM
business, which primarily consists of our Kendall power tolling arrangement (and does not include the Sithe toll
which is in GEN-NE and is an intercompany agreement) as well as legacy natural gas, power and emissions trading
positions. Because of the diversity among their respective operations, we report the results of each business as a
separate segment in our consolidated financial statements. Our consolidated financial results also reflect corporate-
level expenses such as general and administrative and interest. As described below, our natural gas liquids business,
which was conducted through DMSLP and its subsidiaries, was sold to Targa Resources, Inc. (Targa) on
October 31, 2005. Additionally, as described below, our former regulated energy delivery business, which was
conducted through Iilinois Power and its subsidiaries, was sold to Ameren Corporation on September 30, 2004.

Note 2—Summary of Significant Accounting Policies

The preparation of consolidated financial statements in conformity with GAAP requires management to make
informed estimates and judgments that affect our reported financial position and results of operations based on
currently available information. We review significant estimates and judgments affecting our consolidated financial
statements on a recurring basis and record the effect of any necessary adjustments. Uncertainties with respect to
such estimates and judgments are inherent in the preparation of financial statements. Estimates and judgments are
used in, among other things, (i) developing fair value assumptions, including estimates of future cash flows and
discount rates, (ii) analyzing tangible and intangible assets for possible impairment, (iii) estimating the useful lives
of our assets, (iv) assessing future tax exposure and the realization of deferred tax assets, (v) determining amounts to
accrue for contingencies, guarantees and indemnifications and (vi) estimating various factors used to value our
pension assets and liabilities. Actual results could differ materially from our estimates.

Principles of Consolidation. The accompanying consolidated financial statements include our accounts and
the accounts of our majority-owned or controlled subsidiaries and VIEs for which we are the primary beneficiary.
Intercompany accounts and transactions have been eliminated. Certain reclassifications have been made to prior-
period amounts to conform with current-period presentation.

Cash and Cash Equivalents. Cash and cash equivalents consist of all demand deposits and funds invested in
highly liquid shori-term investments with original maturities of three months or less,

Restricted Cash. Restricted cash represents cash that is not readily available for general purpose cash needs.
Restricted cash at December 31, 2006 includes cash posted to support the letter of credit component of our
Fourth Amended and Restated Credit Facility. We are required to post cash collateral in an amount equal to
103% of outstanding letters of credit.

Restricted cash at December 31, 2006 also includes amounts related to the terms of the indenture governing
the Independence senior debt, which among other things, prohibit cash distributions by Independence to its
affiliates, including us, unless certain project reserve accounts are funded to specified levels and the required debt
service coverage ratio is met. Independence also has restricted investment balances which are included in
prepayments and other current assets and restricted investments on our consolidated balance sheets. We include
all changes in restricted cash, including those associated with the Independence senior debt, in investing cash
flows on the consolidated statements of cash flows. :
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DYNEGY INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS—{Continued)

Allowance for Doubtful Accounts, We establish provisions for losses on accounts receivable if it becomes -
probable we will not collect all or part of outstanding balances. We review collectibility and establish or adjust
our allowance as necessary. We primarily use a percent of balance methodology and methodologies involving
historical levels of write-offs. The specific identification method is also used in certain circumstances,

I

Unconsolidated Invesiments. We use the equity method of accounting for investments in affiliates over
which we exercise significant influence, generally occurring in ownership interests of 20% to 50%, and also
occurring in lesser ownership percentages due to voting rights or other factors. Our share of net income (loss)
from these affiliates is reflected in the consolidated statements of operations as earnings (losses) from
unconsolidated investments. Any excess of our investment in affiliates, as compared to our share of the
underlying equity that is not recognized as goodwill, is amortized over the estimated economic service lives of
the underlying assets. All investments in unconsolidated affiliates are periodically assessed for other-than-
temporary declines in value, with write-downs recognized in earnings from unconsolidated investments in the
consolidated statements of operations. |
Please read Note 5—Restructuring and Impairment Charges beginning on page F-24 for a discussion of ,
impairment charges we recognized in 2006, 2005, and 2004.

Available-for-Sale Securities. For securities classified as available-for-sale that have readily determinable
fair values, the change in the unrealized gain or loss, net of deferred income tax, is recorded as a separate
component of accumulated other comprehensive income (loss) in the consolidated statements of comprehensive
income (loss). Realized gains and losses on investment transactions are determined using the specific
identification method. ' " '

Inventory. Our natural gas; coal, emissions allowances and fuel oil inventories are carried at the lower of
weighted average cost or at market. Our materials and supplies inventory is carried at the Jower of cost or market
using the specific identification method. )

We adopted EITF Issue 04-13, “Accounting for Purchases and Sales of Inventory with the Same o
Counterparty”, in the fourth-quarter 2005. Accordingly, we account for exchanges of inventory with the same
counterparty as one transaction at fair value.

We may opportunistically sell emissions allowances, subject to certain regulatory limitations and
restrictions contained in our DMG consent decree, or hold them in inventory until they are needed. In the past,
we have soid emission allowances that relate to future periods. To the extent the proceeds received from the sale
of such allowances exceed our cost, we defer the associated gain until the period to which the allowance relates,
as weé may be required to purchase emissions allowances in future periods. As of December 31, 2006, we had -
aggregate deferred gains of $20 million, consisting of $11 million included in Other accrued liabilities and $9
million inciuded in Other long-term liabilities, respectively, on our consolidated balance sheets. As of
December 31, 2005, we had aggregate deferred gains of $22 million, consisting of $11 million included in Other
accrued liabilities and $11 miltion included in Other long-term liabilities, respectively, on our consolidated
balance sheets. v

Property, Plant and Equipment, Property, plant and equipment, which consists principally of power
generating facilities, is recorded at historical cost. Expenditures for major replacements, renewals and major
maintenance are capitalized and depreciated over the expected maintenance cycle. We consider major
maintenance to be expenditures incurred on a cyclical basis to maintain and prolong the efficient operation of our
assets. Expenditures for repairs and minor renewals to maintain assets in operating condition are expensed.
Depreciation is provided using the straight-line method over the estimated economic service lives of the assets,
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DYNEGY INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS—(Continued)

ranging from 3 to 40 years. Composite depreciation rates (which we refer to as composite rates) are applied to
functional groups of assets having similar economic characterlsucs The estimated economic service lives of our
functional asset groups are as follows:

Ranlge of
Asset Group Years
Power Generation Facilities ..........oitvenitin iy, P PP 20 to 40
Transportation Equipment . ... .. e e N 5t0 10
Buildings and Improvements .. ............. e e e 10 t0 39
Office and Miscellaneous Equipment ............. . ... .. . e, 3t020

Gains and losses on sales of individual assets or asset groups are reflected in gain (loss) on sale of assets,
net, in the consolidated statements of operations. We assess the carrying value of our property, plant and
equipment in accordance with SFAS No. 144, “Acc¢ounting for the Impairment or Disposal of Long-Lived
Assets” (SFAS No. 144). If an impairment is indicated, the amount of the impairment loss recognized would be
determined by the amount the book value exceeds the estimated fair value of the assets. The estimated fair value
may include estimates based upon discounted cash-flow projections, recent comparable market transactions or
quoted prices 1o determine if an impairment loss is required. For assets identified as held for sale, the book value
is compared to the estimated sales price less costs to sell.

Please read Note 5—Restructuring and Impairment Charges beginning on page F-24 for a discussion of
impairment charges we recognized in 2006, 2005 and 2004, :

Asset Retirement Obligations. We record the present value of our legal obligations to retire tangible, long-
lived assets on our balance sheets as liabilities when the liability is incurred. Significant judgement is involved in
estimating future cash flows associated with such obligations, as well as the ultimate timing of the cash flows.
Effective December 31, 2003, we adopted the provisions of FIN No. 47, “Accounting for Conditional Asset
Retirement Obligations” (FIN No. 47) which is an interpretation of SFAS No. 143, “Asset Retirement
Obligations”, (SFAS No. 143). Under the provisions of FIN No. 47, we recorded additional AROs to recognize
the costs of the future removal of asbestos containing materials from certain of our power generation facilities,
As a result, we recorded an after-tax charge of $5 million, which is included in the,consolidated staternents of
operations as a cumulative effect of change in accounting principles. FIN No. 47, if it had been adopted as of
January |, 2004, would have had no material effect on our results of operations or earnings per share, and would
have resulted in an additional $14 million of AROs included in our long-term liabilities at December 31, 2004.

In addition to the AROs discus?ed above, our ARO:s relate 1o activities such igs ash pond and landfill
capping, dismantlement of power generation facilities, closure and post-closure costs, environmenal testing,
remediation, monitoring and land and equipment lease obligations. Annual amortization of the assets assoctated
with the AROs was $2 million each in 2006, 2005 and 2004. A summary of changes in our AROs is as follows:

Year Ended December 31,
2006 2005 2004
' - - (in nillions)

Beginning of year .. ... i e $ 56 $ 46 $ 4]
New ARO (1) .. ..o e 6 1 —_
ACCTEHON EXPEISE + . oo v vttt iiet et ae e ' 6 4 5
Saleof DMSLP . .. ... e — {11} - —_
Implementation of FINNo. 47 .............. SN — 16 —
Revision of previous estimate {2) ....... ... .. ... ... .., _(12) — —
Endof year ....... PP 56 $ 56 $ 46



DYNEGY INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS—(Continued)

(1) During 2006, we recorded additional AROs in the amount of $6 million related to our obligation to

' remediate a landfill located at our Danskammer generating facility. During 2005, we determined we would
be obligated 10 dismantle our Danskammer generating facility upon its retirement. Therefore, we recorded
an ARQ in the amount of $1 million. There were no additional AROs, other than those recorded under the
provisions of FIN No. 47 recorded or settled during 2006, 2005 or 2004. .

(2) During 2006, we revised our ARO obligation downward by $12 million based on re\HSed estimates of the
costs to remediate ash ponds at certain of our coal fired generating facilities.

+
[}

We have additional potential retirement obligations for dismantlement of power generation facilities, Our
current intent is to maintain these facilities i in a manner such that they will be operated indefinitely. As such, we
cannot estimate any potential retirement obligations associated with these assets, Liabilities will be recorded in
accordance with SFAS No. 143 at the time we are able to estimate these AROs.

Contingencies, Commitments, Guarantees and Indemnifications. We are involved in numerous lawsuits,
claims, proceedings and tax-related audits in the normal course of our operations. In accordance with SFAS
No. 5, “Accounting for Conlingencies™ (SFAS No. 5), we record a loss contingency for these matters when it is
probable that a liability has been incurred and the amount of the foss can be reasonably estimated. We review our
loss contingencies on an ongoing basis to ensure that we have appropriate reserves recorded on our consolidated
balance sheets as required by SFAS No. 5. These reserves are based on estimates and judgments made by
management with respect to the likely outcome of these matters, including any applicable insurance coverage for
litigation matters, and are adjusted as circumstances warrant. Our estimates and judgment could change based on
new information, changes in laws or regulations, changes in management’s plans or intentions, the outcome of
legal proceedings, seitlements or other factors. If different estimates and judgments were applied with respect to
these matters, it is likely that reserves would be recorded for different amounts. Actual results could vary
materially from these estimates and Judgments

Liabilities for environmental contingencies are recorded when an environmental assessment indicates that
remedial efforts are probable and the costs can be reasonably estimated. Measurement of liabilities is based, in
part, on relevant past experience, currently enacted laws and regulations, existing technology, site-specific costs
and cost-sharing arrangements. Recognition of any joint and several liability is based upon our best estimate of
our final pro-rata share of such hablhty Thesé assumptions involve the judgments and estimates of management,
and any changes in assumptions'could lead to increases or decreases in our ultimate liabitity, with any such
changes recognized immediately in earnings.

" We follow the guidance of FIN No. 45, “Guarantor’s Accounting and Disclosure Requirements for
Guarantees, Including Indirect Guarantees of Indebtedness of Others” {FIN No. 45) for disclosures and
accounting of various guarantees and indemnifications entered into during the course of business. When a
guarantee or indemnification subject to FIN No. 45 is entered into, an estimated fair value of the underlying
guaraniee or mdemmﬁcauon is recorded. Some guarantees and indemnifications could have significant financial
impact under certain circumstances, however management also considers the probablllty of such circumstances |
occurring when estimating the fair value. Actual results may materially differ from the estimated fair value of
such guarantees and indemnifications.

Intangible Assets. Intangible assets represent the fair value of assets, apart from goodwnll that arise from
contractual rights or other legal rights. In accordance with SFAS No. 141, “Business Combinations” (SFAS
No. 141), we record only those intangible assets that are distinctly separable from goodwill and can be sold,
transferred, licensed, rented, or otherwise exchanged in the open market. Additiopally, we recognize intangible
assets for those assets$ that can be exchanged in combination with other rights, contracts, assets or liabilities.
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In accordance with SFAS No. 142, “Goodwill and Other Intangible Assets” (SFAS No. 142), we initially
record and measure intangible assets based on the fair value of those rights transferréd in the transaction in which
the asset was acquired. Those measurements are based on quoted market prices for the asset; if available, or
measurement techniques based on the best information available such as a present value of future cash flows
measurement. Present value measurement techniques involve judgments and estimates made by management
about prices, cash flows, discount factors and other variables, and the actual value realized from those assets
could vary materially from these judgments and estimates. We amontize our definite-lived intangible assets based
on the useful life of the respective asset as measured by the life of the contract. If the intangible asset does not
have a finite life based on the contractual or legal right, an estimate is made of the useful life based on the pattern
in which the economic benefits of the asset are expected to be consumed. Intangible assets are also subjected to
impairment testing when a triggering event occurs, and an impairment loss is recognized lf the carrying amount
of an intangible exceeds its fair value,

Revenue Recognition and Valuation of Risk Management Assets and Liabilities. We utilize two
comprehensive accounting models in reporting our consolidated financial position and results of operations as
required by GAAP—an accrual model and a fair value model. We determine the appropriate model for our
operations based on guidance provided in applicable accounting standards and positions adopted by the FASB-or
the SEC. We have applied these accounting policies on a consistent basis during the three years in the period -
ended December 31, 2006.

The accrual model is used to account for substantially all of the operations conducted in our GEN-MW,
GEN-NE and GEN-SO segments. These segments consist largely of the ownership and operation of physical
assets that we use in various generation operations. We earn revenue from our facilities in three primary ways:
(1) sale of energy generated by our facilities; (2) sale of ancillary services, which are the products of a generation
facility that support the transmission grid operation, allow generation to follow real-time changes in load, and
provide emergency reserves for major changes to the balance of generation and load; and (3) sale of capacity. We
recognize revenue from these transactions when the product or service is delivered to a customer.

The fair value model is used to account for forward physical and financial transactions which meet the
definition of a derivative contract as defined by SFAS No. 133, “Accounting for Derivative Instruments and
Hedging Activities”, as amended, (SFAS No. 133}. The criteria are complex, but generally require these
contracts to relate to future periods, to contain fixed price and volume components and to have terms that require
or permit net settlement of the contract in cash or the equivalent. SFAS No. 133 concluded that these contracts
should be accounted for at fair value. In part, this conclusion is based on the cash settlement provisions in these
agreements, as well as the volatility in commodity prices, interest rates and, if applicable, foreign exchange rates,
which impact the valuation of these contracts. Since these transactions may be settled in cash or the equivalent,
the value of the assets and liabilities associated with these transactions is reported at estimated settlement value
based on current forward prices and rates as of each balance sheet date.

Typically, derivative contracts can be accounted for in three different ways: (1) as an accrual contract, if the
criteria for the “normal purchase normal sale” exception are met and documented; (2) as a cash flow or fair value
hedge, if the criteria are met and documented; or (3) as a mark-to-market contract with changes in fair value
recognized in current period earnings. Generally, we only mark-to-market through earnings our derivative
contracts if they do not qualify for the “normal purchase normal sale” exception or as a cash flow hedge. Because
derivative contracts can be accounted for in three different ways, and as the “normal purchase normal sale”
exception and cash flow and fair value hedge accounting are elective, the accounlmg treatment used by another
party for a similar transaction could be different than the accounting treatment we use.

In erder to estimate the fair value of our portfolio of transactions which meet the definition of a derivative
and do not qualify for the “normal purchase normal sale” exception; we use a liquidation value approach
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assuming that the ability to transact business in the market remains at historical levels. The estimated fair value
of the portfolio is computed by multiplying all existing positions in the portfolio by estimated prices, reduced by
a time value of money adjustment and reserves for credit and price. The estimated prices in this valuation are
based either on (1) prices obtained from market quotes, when there are an adequate number of quotes to consider
the period liquid, or, (2) if market quotes are unavailable or the market is not considered liquid, prices from a
proprietary model which incorporates forward energy prices derived from market quotes and values from
previously executed transactions. The amounts recorded as revenue change as these estimates are revised to
reflect actual resulls and changes in market conditions or other factors many of which are beyond our comrol

Cash inflows and cash outflows associated with the settlemcnt of risk management activities are recogmzed
in net cash provided by (used m) operating activities on the consolidated statements of cash flows.

Income Taxes. We follow the guidance in SFAS No. 109, "Accountmg for Income Taxes” (SFAS No. 109),
which requm:s that we use the asset and liability method of accounting for deferred income taxes and provide
deferred income taxes for all mgmﬁcant temporary differences. )

'As part of the process of preparing our consolidated financial statements, we are required to estimate our '
incomne taxes in each of the jurisdictions in which we operate. This process involves estimating our actual current
tax payable and related tax expense together with assessing temporary differences resulting from differing tax and
© accounting treatment of certain items, such as depreciation, for tax and accounting purposes. These differences can
result in deferred tax assets and llabﬂmes which are included within our consolidated balance sheets.

We must then assess the likelihood that our deferred tax assets will be recovered from fun.u'e taxable income
and, to the extent we believe that it is more likely than not (a likelihood of more than 50%) that some portion or
all of the deferred tax assets will not be realized, we must establish a valuation allowance. We consider all
available evidence, both positive and negative, to determine whether, based on the weight of the evidence, a
valuation allowance is needed. Evidence used includes information about our current financial position and our
results of operations for the current and preceding years, as well as all currently available information about
future years, annc:lpated future performance, the reversal of deferred tax liabilities and tax planning strategies.

Management belleves future sources of taxable income, reversing temporary differences and other tax
plannmg strategies will be sufficient to realize deferred tax assets for which no reserve has been established. ,
While we have considered these factors in assessing the need for a valuation allowance, there is no assurance that
a valuation allowance would not need to be established in the future if information about future years changes.
Any change in the valuation allowance would impact our income tax benefit (expense) and net income {loss) in
the period in which such a determination is made.

Please read Note 14—Income Taxes beginning on page F-42 for further discussion of our accounting for
- income taxes and any change in our valuation allowance. . a

Earnings Per Share. Basic earnings per share'ropreaents the amount of earnings for the period available to
each share of common stock outstanding during the period. Diluted earnings per share amounts include the effect
of issuing shares of common stock for outstanding stock options and performance based stock awards under the
treasury stock method if including such potential common shares is dilutive.

Foreign Currency. For subsidiaries whose functional currency is not the U.S. Dollar, assets and liabilities are
translated at year-end rates of exchange, and revenues and expenses are transiated at monthly average exchange rates.
Translation adjustments for the asset and liability accounts are included as a separate component of accumulated
other comprehensive income in stockholders’ equity. Currency transaction gains and losses are recorded in other
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income and expense, net; on the consolidated statements of operations-and totaled gains (losses) of approximately $1
million, ($4) million and $1 million for the years ended December 31, 2006, 2005 and 2004, respectively.

Employee Stock Optwns On January 1, 2003, we adopted the fair-value based method of accounting for
stock-based employee compensation under SFAS No. 123, “Accounting for Stock-Based Compensation”, (SFAS
No. 123) and used the prospective method of transition as described under SFAS No. 148, “Accounting for
Stock-Based Compensation—Transition and Disclosure” {(SFAS No, 148). Under the prospective method of
transition, all stock options granted after January 1, 2003 were accounted for on a fair value basis. Options
granted prior to January 1, 2003 continued to be accounted for using the intrinsic value method. Accordingly, for
options granted prior to January 1, 2003, compensation expense was not reflected for employee stock options
unless they were granted at an exercise price lower than market value on the grant date. We granted in-the-money
options in the past and recognized compensation expense over the applicable vesting periods. No in-the-money
stock options have been granted since 1999.

In December 2004 the FASB issued SFAS No. 123(R), “Share-Based Payment” (SFAS No. 123(R)) which
revises SFAS No. 123. SFAS No. 123(R) requires all companies to expense the fair value of employee stock
options and other forms of stock-based compensation. We adopted SFAS No. 123(R) effective January 1, 2006,
using the modified prospective transition method permitted under this pronouncement. Our cumulative effect of
implementing this standard, which consists entirely of a forfeiture adjustment, was less than $1 million after tax.

In November 2005, the FASB-issued FSP No. 123(R)-3, “Transition Election Related to Accounting for the Tax
Effects of Share-Based Payment Awards”. We have adopted the short-cut method to calculate the beginning balance of
the APIC pool of the excess tax benefit, and to determine the subsequent impact on the APIC pool and unaudited
condensed consolldated statements of cash flows of the tax effects of employee stock- based compensation awards that
were outstanding upon our adoption of FAS 123(R}. Utilizing the short-cut method, we have determined that we have
a “Pool of Wmdfa]l" tax benefits that can be utilized to offset future shortfalis Lhat may be incurred.

The adoption of SFAS No. 123(R) had no material impact oni our consolidated statements of operations, our
consolidated statements of cash flows and basic and diluted loss per share for the year ended December 31, 2006,
compared to amounts that would have been reported pursuant to our previous accounting. Had compensation cost
for all stock options granted prior to 2003 been determined on a fair value basis consistent with SFAS No. 123,
our net income (Yoss) and basic and diluted earnings (loss) per share amounts would have approximated the
followmg pro forma amounts for the years ended December 31 2005 and 2004, respectively.

. + Years Ended December 31,
2605 2004
.. (in millions, except per
share data)
Netincome (loss)asreported ..........covvveriinnnnnennn. $ 90 $ (15
Add: Stock-based employee compensatlon expense included in
reported net loss, net of related tax effects ................. 6 ‘ 4
Deduct: Total stock-based employee compensation expense
* determiried under fair value based miethod for all awards, net of
related tax effects e P (8) 2N
Pro forma net income (loss) ........................ T 3 88 $ (38)
Eammgs (loss) per share:
Basic—as reported ... ... $0.18 $(0.10)
Basic<—pro forma .. ... e e e - $0.17 $(0.16)
Diluted—asreported .. ..o vt $0.18.- $(0.10)
" Diluted—pro forma ......... e e e $0.17 . $(0.16)
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. Please read Note 19—Capital Stock beginning on page F-55 for further discussion of our share-based
compensation and expense recognized for 2006, 2005 and 2004, . : '

Accounnng Pnnc:ples Adopted

SFAS No. 123(R) Please see Employee Stock Optlons beginning on page F-15 for information regarding
our adoption of SFAS 123(R).

SFAS No. 153, In December 2004, the FASB issued SFAS No. 153, “Exchanges of Nonmonetary Assets—
An Amendment of APB Opinion No. 29” (SFAS No. 153). The guidance in APB Opinion No. 29, “Accounting
for Nonmonetary Transactions” (Opinion No. 29), is based on the principle that exchanges of nonmonetary assets
should be measured based on the fair value of the assets exchanged. The guidance in that Opinion, however,
included certain exceptions to that principle. SFAS No. 153 amends Opinion No. 29 to eliminate the exception -
for nonmonetary exchanges of similar productive assets and replaces it with a general exception for exchanges of
nonmonetary assets that do not have commercial substance. A nonmonetary exchange has commercial substance.
if the future cash flows of the entity are expected to change significantly as a result of the exchange. We adopted
SFAS No. 153 on January 1, 2006. The adoption of this standard did not have a material effect on our results of

operations, financial position or cash flows.
4

SFAS No. 154. In May 2005, the FASB issued SFAS No. 154, “Accounting Changes and Error
Corrections—A Replacement of APB Opinion No. 20 and SFAS No. 3" (SFAS No. 154). SFAS No. 154 changes
the requirements for the accounting for and reporting of a change in accounting principle and applies to all
voluntary changes in accounting principle. It also applies to changes required by an accounting pronouncement in
the unusual instance that the pronouncement does not include specific transition provisions. SFAS No. 154
requires retrospective application to prior periods’ financial statements of changes in accounting principle, unless
it is impracticable to determine either the period-specific effects or the cumulative effect of the change. The
provisions of SFAS No. 154 are effective for accounting changes and correction of errors made in fiscal years
beginning after December 15, 2005. Adoption of this standard did not have a material effect on our results of
operalwns financial position or cash flows

SFAS No. 158 On Septembcr 29, 2006, the FASB issued SFAS No. 158 “Employers Accounnng for
Defined Benefit Pension and Other Postretirement Plans—an amendment of FASB Statements No: 87,.88, 106
and 132 (R)” (SFAS No. 158). SFAS No. 158 requires employers to recognize the overfunded or underfunded
status of a defined benefit or other postretirement plan (other than a multi-employer plan) as an asset or liability.
in its statement of financial position, and to recognize changes in that funded status in the year in which the
changes occur through comprehensive income. In addition, SFAS No. 158 requires employers to measure the
funded status of a plan as of the date of its year-end statement of financial position, with limited exceptions. We
adopted SFAS No. 158 on December 31, 2006 and recorded a pre-tax adjustment to accumulated other
comprehensive income of approximately $56 million upon adoptlon Please read Note 20——Employee
Compcnsatmn Savings and Pension Plans on page F-61 for further information. -

SAB 108, On Septcmber 13, 2006, the SEC released SAB No. 108, “Consndermg the Effects of Prior Year
Misstatements when Quantifying Misstatements in Current Year Financial Statements™ (SAB No. 108). SAB
No. 108 states that a registrant’s materiality evaluation of an identified unadjusted error should quantify the
effects of the identified unadjusted error on each financial statement and related financial statement disclosure.
SAB No. 108 also states that registrants electing not to restate prior periods should reflect the effects of initially
applying SAB No. 108 in their annval financial statements covering the first fiscal year ending after
November 15, 2006. SAB No. 108 did not have a material effect on our resuits of operations, financial position
or cash flows. . : ce .
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FSP FIN No. 45-3. In November 2005, the FASB issued FASB Staff Position No. 45-3, “Application of
FASB Interpretation No. 45 to Minimum Revenue Guarantees Granted to a Business or Its Owners” (FSP FIN
No. 45-3). It served as an amendment to FASB Interpretation No. 45, “Guarantor’s Accounting and Disclosure
Requirements for Guarantees, Including Indirect Guarantees of Indebtedness of Others”, by adding minimum
revenue guarantees to the list of examples of contracts to which FIN No. 45 applies. Under FSP FIN No. 45-3, a
guarantor is required to recognize, at the inception of a guarantee, a liability for the fair value of the obligation
undertaken in issuing the guarantee. FSP FIN No. 45-3 is effective for new minimum revenue guarantees issued
or modified on or after January 1, 2006 and did not have a material effect on our results of operations, financial
position or cash flows. : :

EITF Issue 05-6. In June 2003, the EITF reached consensus on Issue No. 05-6, “Determining the
Amortization Period for Leasehold Improvements” (EITF Issue 05-6). EITF Issue 05-6 provides guidance on
determining the amortization period for leasehold improvements acquired in a business combination or acquired -
subsequent to lease inception. The adoption of this standard on January 1, 2006 did not have a material cffecl on
our results of operations, financial position or cash flows. ‘

Accounting Principles Not Yet Adopted

FIN No. 48. On July 12, 2006, the FASB issued FIN No. 48, “Accounting for Uncertainty in Income Taxes”
(FIN No. 48). FIN No. 48 clarifies the accounting for uncertainty in income taxes recognized in a company’s
financial statements in accordance with SFAS No. 109. FIN No. 48 prescribes a recognition threshold and
measurement attributes for the financial statement recognition and measurement of an income tax-position taken
or expected to be taken in an income tax return. FIN No. 48 is effective for fiscal years beginning after
December 15, 2006, and the cumulative effect of adopting FIN No. 48 will be recorded as an adjustment to
retained earnings as of January 1, 2007. Additional guidance from the FASB on FIN No. 48 is pending. We are
currently evaluating the impact of adopting FIN No. 48, but do not expect the adoption to have a material impact
on our consolidated financial statements. However, the adoption will result:in a decrease to our NOL
carryforwards offset by equal changes to deferred tax liabilities or other deferred tax assets.

SFAS No. 157. On September 15, 2006, the FASB issued SFAS No. 157, “Fair Value Measurements”
(SFAS No. 157). SFAS No. 157 defines fair value, establishes a framework for measuring fair value in GAAP
and expands disclosures about fair value measurements. SFAS No. 157 applies under-other accounting
pronouncements that require or permit fair value measurements. Accordingly, SFAS No. 157 does not require "
any new fair value measurements; however for some entities the application of SFAS No. 157 will change
current practice. SFAS No. 157 is effective for fiscal years beginning after November 15, 2007. We are currently
evaluating the impact of this statement on our financial statements.

Note 3—Business Combinations and Acquisitions

LS Power. On September 14, 2006, we entered into a Plan of Merger, Contribution and Sale Agreement (the
“Merger Agreement””) by and among Dynegy Inc., Dynegy Acquisition, Inc., a Delaware corporation (“New
Dynegy”), Falcon Merger Sub Co., an Illinois corporation and a wholly owned subsidiary of New Dynegy
(“Merger Sub”), LSP Gen Investors, L.P., LS-Power Partners, L.P., LS Power Equity Partners PIET, L.P., LS
Power Associates, L.P., and LS Power Equity Partners, L.P. (collectively, the “LS Entities™), pursuant to which
Merger Sub will be merged with and into us, as a result of which we will become a wholly-owned subsidiary of
New Dynegy. . :

A portion of the LS Entities’ operating generation portfolio will be combined with ‘our generating assets and
operations, and New Dynegy will acquire a 50 percent ownership interest in a development company that is
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currently controlled by the LS Entities. Upon completion of the Merger Agreement; each share of our Class A
Common Stock and our Class' B Common Stock will be converted into the right to receive one share of New
Dynegy Class A Common Stock, par value $0.01 per share (“New Dynegy Class A Common Stock”™).

Lo ‘ ' R . a

If the transaction is consummated, the LS Entities will contribute certain interests in power geéneration assets
to New Dynegy in exchange for (i) 340 million shares of New Dynegy Class B Common Stock, par value $0.01
per share (“New Dynegy Class B Common Stock” and, together with New Dynegy Class A Common Stock, the
“New Dynegy Common Stock™), (ii) $100 million in cash, and (iii) $275 million in aggregate principal amount
of notes payable to be issued by New Dynegy.

Under the terms of the Merger Agreement, we and the LS Entities agreed not to (i) solicit proposals relating
to altemanve business combination transactions or (ii} subject to certain excepuons enter into discussions or an
agreement concerning or provide confidential information in connection with any proposals for alternative
business combination transactions. The Merger Agreement provides certain termination rights to both us and the
LS Entities, and further provides that, upon termination of the Merger Agreement under certain circumstances,
(i) we may be required to pay the LS Entities or (ii) the LS Entities may be required to pay us, an aggregate -
termination fee of $100 million, as described in the Merger Agreement. The affirmative vote of two-thirds of the
(i} issued and outstandmg shares of our Class A Common Stock voting as a class, (i) issued and outstanding
shares of our Class B Common Stock voting as a class and (iii) issued and outstanding shares of our Common
Stock voting together as a class is required to approve the merger. Assuming all necessary conditions are
satisfied, which cannot be guaranteed, the transaction is expected to close at the end of the first quarter 2007.

‘Kendall Power. On September 14, 2006, the LS Entities and Kendal! Power LLC (“Kendall Power™), a
newly formed wholly owned subsidiary of Dynegy, entered into a Limited Liability Company Membership
Interests and Stock Purchase Agreement (the “Kendall Agreement”) pursuant to which Kendall Power agreed to
acquire-all of the outstanding interests in LSP Kendall Holdings, LLC for $200.million in cash, as adjusted for
certain changes in working capital. The closing of the Kendall Agreement will occur only if closing does not
occur with respect to the transactions contemplated by the Merger Agreement. We have agreed to guarantee
certain of Kendall Power’s obligations under the Kendall Agreement. Please read Note 17-——Commitments and
Contingenciés—Guarantces and Indemnifications—Kendall Guarantee begmmng on page-F-51 for further
discussion.

Rocky Road. On March 31, 2006, contemporancous with our sale of cur interest in WCP (Generation)
Holdings LLC (“West Coast Power”) (please read Note 4—Dispositions, Contract Terminations and
Discontinued Operations—Dispositions and Contract Terminations—West Coast Power), we completed our
acquisition of NRG’s 50% ownership interest in Rocky Road Power, LLC (“Rocky Road™), the entity that owns
the Rocky Road power plant, a 330-megawatt natural gas-fired peaking facility near Chicago (of which we
already owned 50%), for proceeds of $165 million, net of cash acquired. As a result of the transaction, we
became the primary beneficiary of the entity as provided under the guidance in FIN No. 46(R), “Consolidation of
Variable Interest Entities an interpretation of ARB No. 517, and thus consolidated the assets and liabilities of the
entity at March 31, 2006. Please read Note 10—Unconsolidated Investmems—Varlable Iriterest Entities for
further discussion. : :

Sithe Energies. On January 31, 2005, we acquired 100% of the outstanding commen shares of ExRes SHC,
Inc. (“ExRes™), the parent company of Sithe Energies, Inc. (“Sithe Energies”’} and Sithe/Independence Power
Partners, L.P. (“Independence”). The results of the operations of ExRes have been included in our consolidated
financial statements since that date. Through this acquisition, we acquired the 1,064 MW Independence power
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generation facility located near Scriba, New York, as well as natural gas-fired merchant facilities in New York
and hydroelectric generation facilities in Pennsylvania. We have not consolidated the entities that own these four
natural gas-fired facilities and four hydroelectric generation facilities, in accordance with the provisions of FIN
No. 46R. See Note 10—Unconsolidated Investments—Variable Interest Entities beginning on page F-34 for
additional discussion of these facilities. In addition to these power plants, we acquired the 740 MW firm capacity
sales agreement between Independence and Con Edison, a subsidiary of Consolidated Edison, Inc. This '
agreement, which runs through 2014, wiil provide us with annual cash receipts of approximatefy $100 million,
subject to the restrictions on distribution under Independence’s indebledness. Revenue from this capacity
obligation is largely fixed with a variable discount that varies each month based on the price of power at Pleasant
Valley LMP. Independence holds power tolling, financial swap and other contracts with other Dynegy
subsidiaries. Because of the acquisition, these contracts have become intercompany agreements, and their
financial statement impact has been substantially eliminated. This transaction enabled us to address one of our
outstandmg power tolling arrangements and to expand our generation capacity in a market where we have an
existing prcsence

The aggregale purchase price was comprised of (i) $135 million cash, which was redliced by a purchase
price adjustment of approximately $2 million; (ii) transaction costs of approximately $16 million, approximately
$3 million of which were paid in 2004; and (iii) the assumption of $919 million of face value prbjecl debt, which
was recorded at its fair value of $797 million as of January 31, 2005. Please read Note 12—Debt—Sithe Energles
Debt begmmng on page F-39 for additional information regardmg the debt assumed. -

The allocation of purchase price to specific assets and liabilities is based; in part, upon outside appraisals
using customary valuation procedures and techniques. That allocation changed during the fourth quarter 2005
after we received information related to investment valuations and tax basis balances. The acquisition resulted in
an excess of the fair value of assets acquired over cost of the acquisition. This excess was then allocated to
property, plant and equipment and intangible assets acquired, including intangible assets arising from contracts
with us, on a pro-rata basis. The following table summarizes the fair values of the assets and liabilities acquired
at the date of acquisition, January 31, 2005 (in millions):

Other CUTTENTaSsels . ..o v v e i ien i eaaa S .3 88
Restricted cash and investments ............ e e 132 .
Property, plantand equipment .......... ... ... ..o iiiiiiiii e, 353
Assets from risk-management activities .. ............. ... .. . i, 62
Intangible assets ................... G e feaes - 657
Otherassets ...........coiiiiiiiiiiininnns e : 4
Total assetsacquired . ....................... e e 31,296
Current liabilities .................: e e $ (98)
" Deferred income taxes .............. e e cee 0 (193)
Other long-term liabilities . . . .. e e s T (39)
Long-termdebt ......'...... e e e e e e (797
Total liabilities assumed . . O P $(1,147)
Net assets acqUired ... ...t ir it it $ 149

Included in the assets acquired are restricted cash and investments of approximately $132 million. The
restricted investments include Federal Home Loan Bank Bonds, U.S. Treasury Bonds, and high-grade short-term
commercial paper. The restricted cash and investments are related to a sinking fund required by Independence’s
debt instruments, including a major overhaul reserve, a debt service reserve, a principal payment reserve, an
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interest reserve and a project restoration reserve. Restrictions on the cash and investments are scheduled to be
lifted at the end of the project financing term in 2014. For funher discussion, please read Note 12—Debt—Sithe
Energies Debt begmmng on page F-45. : . ’

Of the $657 rmlhon of acquired mtang1ble assets $488 million was allocat.ed to the firm capac:ty sales
agreement with Con Edison. This asset will be amortized on a straight-line basis over the remaining life of the
contract as a reduction (o revenue in our consolidated statements of operations, through October 2014. In
addition, Independence holds a power tolling contract and a natural gas supply agreement with another of our
subsidiaries, which were valued at $153 million and $16 millicn, respectively, as of January 31, 2005. Upon
completion of our purchase of Independence, the power tolling agreement and the natural gas supply agreement
were effectively settled, which resulted in a 2005 charge equal to their fair values, in accordance with EITF Issue
04-01, “Accounting for Pre-existing Contractual Relationships Between the Parties to a Purchase Business
Combination”. As aTesult, we recorded a 2005 pre-tax charge of $169 million, which is included in cost of sales
on our consolidated statements of operations. Upon settlement of the power tolling and natural gas supply
agreements, the firm capacity sales agreement with Con Edison is the only remaining intangible asset associated
with the acquisition of ExRes, which is mcluded in mtanglbles and prepaids and other current assets on our
consolldated balance sheets : 3 !

We exercised our nght to require Exelon to decommission, sell, or otherwise dispose of all four natural
gas-fired merchant facilities owned by ExRes. Under the terms of the purchase agreement, Exelon was to direct
the disposition of these facilities and indemnify us with respect to all past and present operations. On June 1 and
August 4, 2005 we entered into agreements, as directed by Exelon, to sell the ownership and operating interests
in the facilities. The transactions, which were approved by the FERC and the New York Public Service
Commission, closed on October 31, 2005 and had no impact on our consolidated financial statements as Exelon
received the proceeds from the sale. Further, Exelon is entitled to cause us to decommission, sell, or bankrupt any
or all of the four hydroelectric facilities owned by ExRes, for which we have been indeinnified for any losses.

Note 4—Dispositions, Contract Terminations and Discontinued Operations

Dispositions and Contract Tenmnatmns '

Calcasieu. On ] anuary 31 2007,.we entered into an agreement to sell our interest in the Calcasieu power
generation facility to Entergy Gulf States, Inc. (“Entergy”) for approximately $57 million, subject to regulatory
approval. The transaction is expected to close in early 2008..We recorded a pre-tax impairment of approximately
$36 million in the year ended December 31, 2006, which was included in Impairment and other charges on our
consolidated statements of operations. Please read Note 5—Restructuring and Impairment Charges—Asset
Impau'ments on page F-24 for further discussion. e ) : : '

Rockmgham On. November 9, 2006, we completed the sale to Dukc Energy Carolinas, LLC (a subsndlary
of Duke Energy) (“Duke Power”) of our Rockingham facility, a peaking facility in North Carolina, which is
included in our GEN-80 reportable segment, for $194 million in cash. A portion of the proceeds from the sale
were used to repay our borrowings under the $150 million Term Loan, with the remaining proceeds used as an .
additional source of liquidity. Please read Note 12—Debt—Fourth Amended and Restated Credit Facnhty
beginning on page F-36 for further discussion of the Term Loan. :

Beginning in the second quarter 2006, Rockingham met the held for sale classification requirements of
SFAS No. 144, and.continued to meet the requirements through the closing of the sale on November 9, 2006.
SFAS No. 144 reguires that long-lived assets not be depreciated or amortized while they are classified as held for
sale. As a result, we discontinued depreciation and amortization of Rockingham’s property, plant and equipment
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during the second quarter 2006. Depreciation and amortization expense related to Rockingham totaled $2
million, $6 miilion and $6 million in the years ended December 31, 2006, 2005 and 2004, respectively. In
addition, SFAS No. 144 requires a loss to be recognized if assets held for sale less liabilities held for sale are in’
excess of fair value less costs to sell. Accordingly, we recorded a pre-tax impairment of $9 million in the year
ended December 31, 2006 whlch is mcluded in Impairment and other charges on our consolldated statements of
operations. - Foo )

West Coast Power. On March 31, 2006, contemporaneous with our purchase of Rocky Road (please read
Note 3-—Business Combinations and ‘Acquisitions—Rocky Road on page F-18), we compieted the sale to NRG
of our 50% ownership interest in West Coast Power, a joint venture between us and NRG which has ownership
interests in the West Coast Power power plants in southern California totaling-approximately 1,800 megawatts,
for proceeds-of approximately $165 million, net of cash acquired. We did not recognize a material gain or loss on
thesale. Pursuant to our divestiture of West Coast Power, we no longer maintain a significant variable interest in
the entity as provided by the guidance in FIN No. 46(R). Please read Note 10—Unconsolidated Investments—
Variable Interest Entities on page F-34 for further discussion.

Sterlington Contract Termination. In December 2005, we entered into an agreement to terminate the
Sterlington long-term wholesale power tolling contract with Ouachita Power LLC (*QOuachita™), a joint venture
of GE Energy Financial Services and Cogentrix Energy, Inc. Under the terms of the agreement, we paid Quachita
approximately $370 million in March 2006 to eliminate approximately $449 million in capacity payment
obligations through 2012 and avoid approximately $295 million in additional capacity payment obligations that
would arise if Ouachita exercised its option to extend the contract through 2017, We recognized a pre-tax charge
of approximately $364 millior ($229 million after-tax) in 2005 related to this transaction,

_ Sale of Illinlqi; Power. On S-epté‘mber 3b, 2004, We sold zill of our outstanding common and preferred shares
of lllinois Power Company, which formerly comprised our REG segment, as well as our 20% interest in the
Joppa power generation facility, to Ameren Corporation for $2.3 billion.

During 2005, we paid approximately $5 millién to Ameren for a final working capita! purchase price
adjustment. As a result of an adjustment to the contingent liabilities identified as part of the Illinois Power sale,
we recorded a $12 million charge in 2005 and we paid $8 million in partial satisfaction of such contingent
liabilities. For further discussion, please read Note 17—Commitments and Contingencies—Guarantees and
Indemnifications—Illinois Power Indemnities beginnirig on page F-52. The adjustment to the contingent
liabilities resulted in an increase to our capltal loss carryforward and a cofresponding increase to the deferred tax
valuauon allowance of $4 million.

During 2004, 1llinois Power met the held for sale classification requirements of SFAS No. 144, and
continued to meet the requirements through the closing of the sale on September 30, 2004. We discontinued
depretiation and amortization of Ilinois Power’s property, plant and equipment and regulatory assets, effective
February 1, 2004. Depreciation and amortization expénse related to Illinois Power totaled $10 million the year
ended-December 31, 2004. [n addition, SFAS No. 144 requires aloss to be recognized by the amount Assets held
for sale less Lidbilities held for sale are in excess of fair value less costs 1o sell. Accordingly, we recorded a
pre-tax loss on the sale of $112 million in the year ended December 31, 2004. Of the charge, $58 million is
reflected in gain (loss) on sale of assets, net and $54 million of the charge is reflected in impairment and other
charges on our consolidated statements of operations.

Further, pursuant to SFAS No..144, we are not reporting the results of 1llinois Power’s operations as a
discontinued operation. If we were to account for Illinois Power as a discontinued operation, its results of
operations would be condensed into income from discontinued operations, net of taxes, on our consolidated

F-21




DYNEGY INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS—{(Continued)

statements of operations, and prior periods would be required to be restated to conform to this presentation. To
qualify for discontinued operations classification, SFAS No. 144 and subsequent interpretations, specifically
EITF Issue 03-13, “Applying the Conditions in Paragraph 42 of FASB Statement No. 144, Accounting for the »
Impairment or Disposal of Long-Lived Assets, in Determining Whether to Report Discontinued Operations™,
require that the seller have no significant continuing involvement with the business being sold. However, we sold
capacity and energy to Illinois Power under-a two-year power purchase agreement which began in January 2005.
Consequently, because we still had significant continuing involvement with Illinois Power, we continued to
include the historical results of Illinois Power's operations as part of our continuing operations. Additionally,
power sales to Illinois Power occurring subsequent to the disposition are reported in our consolidated statements
of operations as third party sales. Approximately $466 million, $459 million and $109 million of revenues,
derived from power sales to Illinois Power occurring subsequent to the disposition, are refiected in our
continuing operations for the periods ending December 31, 2006, 2005 and 2004, respectively.

. b

Had the results of Illinois Power been excluded from our comparative results as though the sale had
occurred at the beginning of 2004, our revenues; loss before cumulative effect of changes in.accounting
principles, net of tax; net income (loss) applicable to common stockholders; and associated basic and diluted
earnings (loss) per share would have approximated the following pro forma amounts for the year ended
December 31, 2004 (in millions, except per share data):

[

Revenues: _ ‘ ‘
ASTEPOTIEd . .. . ittt e e $2.451
, Proforma ............. ... ol e PRI - 1,658
Loss before cumulative effect of change in accounting principles, net of tax: .
Asteported ... ... oo e e $ (15
Proforma ............. et ettt e (32)
. Net loss apblicable.to common stbg:khoiders: . . -
' O T A R $ 3
Proforma,.......... ................................ P . 59
‘Loss per share—Loss before cumulative effect of change in accounting principles, net of
tax: g
Basic—as reported . .. ... ... I $(0.10)
Basic—pro forma . .. ... e [ $(0.14)
Diluted—as reported . .. ........oviirer it T $(0.10)
Diluted—pro forma- . .............. Lttt e - $(0.14)
" Loss pef share—Net loss applicable to common stockholders: '
Basic—as TEPOIEd . . . ..ottt e e $¢0.10)
Basic—proforma .. ... ... ... ... i e e $(0.19)
'+ Diluted—as reported ............ A e . L. . $(0.10)
Diluted—pro forma . .........ooieiniiii $(0.14)

ot . .
Joppa. In September 2004, we recorded a pre-tax gain of $75 million upon closing of the sale of our 20%
interest in the Joppa power generating facility. This gain is included in earnings (losses) from unconsolidated
investments on our consolidated statements of operations.

. Sherman. In November 2004, we sold our Sherman natural gas processing facility located in Sherman,
Texas. This sale resulted in a pre-tax gain of approximately $16 million. This gain is included in income from
discontinued operations on our consolidated.statements of operations.
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Indian Basin. In April 2004, we sold our 16% interest in the Indian Basin Gas Processing Plant for
approximately $48 million, and we recognized a pre-lax gain on the sale of approximately $36 million. This gam
is included in income from discontinued operations on our consolidated statements of operations.

" PESA. In April 2004, we sold our interest in the Plantas Eolicas, S.A. de R.L. 20 MW wind-powered -
electric generation facility located in Costa Rica for approximately $11 million. We recognized a pre-tax loss of
approximately $1 million on the sale. This loss is included in gain (loss) on sale of assets, net on our consolldated
statements. of operations. o : -

Kendall. In November 2004, DPM entered into a “back to back” power purchase agreement with~ - |
Constellation Energy Commodities Group, Inc. (“Constellation™) under which Consteliation will effectively
receive DPM’s rights to purchase approximately 570 MW of capacity and energy arising under DPM’s tolling
contract with LSP-Kendall Energy, LLC for a four-year term from December 2004 through November 2008.
DPM will remain the primary obligor under the Kendall tollmg contract but will rece:vc offsetting paymenls
from Constellation during the four-year term,

In connection with this transaction, DPM paid Constellation $117.5 million in cash and effectively
eliminated approximately $161 million of our future fixed payment obligations under the Kendall tolling contract
through November 2008. We recognized a pre-tax charge of approximately $115 million ($72 million after-tax)
related to this transaction. The charge is included in cost of sales on the consolidated statements of operations,

Gas Transportation Contracts. In June 2004, we agreed to exit four long-term natural gas transportation
contracts whose purpose was to secure firm pipeline capacity through 2014 in support of our former third party
marketing and trading business. In exchange for.exiting these obligations, we paid $20 million in June 2004, $16
million in December 2004 and $26 million in March 2005. This payment obligation was recorded at its fair value
of $40 million and was accreted to $42 million over the period July 1, 2004 through March 31, 2005.
Additionally, we reversed an aggregate liability of $148 million associated with the transportation contracts that
was originally established in 2001 and recognized a pre-tax gain of $88 million related to these transactions. This
gain is included in revenues on our consolidated statements of operations and is included in the results of our
CRM segment. This agreement eliminated our obligation to make approximately $295 million in aggregate fixed
capacity payments from April 2005 through 2014.

Discontinued Operations

Natural Gas Liguids. On October 31, 2005, we completed the sale of DMSLP, which comprised
substantially all remaining operations of our NGL business, to Targa and two of its subsidiaries for $2.44 biilion
in cash,

In 2006, we received $15 million from Targa which represents the fina! portion of the sales price owed to us.

Pursuant to SFAS No. 144, we are reporting the results of NGL’s operations as a discontinued operation.
Accordingly, the results of operations of our NGL business have been included in discontinved operations for all
periods presented. EITF Issue 87-24, “Allocation of Interest 1o Discontinued Operations” (EITF Issue 87-24)
requires that interest expense on debt that was required to be repaid upon the sale of DMSLP should be
reclassified to discontinued operations. Therefore, interest expense on our former term loan and our former
generation facility debt was allocated to discontinued operations, as the respective debt instruments were paid
upon the sale of DMSLP. Such interest expense, inclusive of amortization of debt issuance costs, totaled $53
million and $27 million for the years ended December 31, 2005 and 2004, respectively.
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Additionally, results from NGL’s operations include revenues and cost of sales arising from intersegment
transactions, which ceased after the sale of DMSLP. NGL processed natural gas and sold this natural gas to CRM
for resale to third partiés. NGL also purchased natural gas from CRM and electricity from GEN. As the.
intersegment revenues and cost of sales included in NGL’s results were reclassified to discontinued operations,
the effects of these intersegment transactions eliminated in consolidation, including the ultimate third-party.
settlement, previously recorded in other segments, were also reclassified to discontinued operations.

- Other. We sold or liquidated some of our operations during 2003, including DGC (our communications
busmess) and our U.K. CRM business, which havé been accounted for as discontinued operatlons under SFAS .
No. 144, - v v ‘ ' -

The following table summarizes information related to our discontinued operations, including the NGL
business operations discussed above:

U.K.

CRM DGC NGL Total

: ‘ o {in millions)
2006 © ' .
Income from operations before 1axes .............oouuenriiirianans $23 $ 1 $§ 6 % 30
Income from operations aftertaxes . .......... ... ... oo i, . 19 1 4 24
2005 : . : ,
Revenue ................... e e e L. 53— 3— 34,125 $4,125
Income from operations before taxes ... ... e e R — 163 169
Income (loss) from operations after taxes .......... e e . n 2 - 223 224
Gainonsalebeforetaxes ............ . ... . .. oo oo — — 1,087 1,087
Gainonsale aftertaxes ..., e = — 675 675
2004 - '
REVENUE . .ottt P P $— 53— 83753 $3753
Income from operations beforetaxes . ................ ... oo i 19, 3 254 276
Income {loss) from operations aftertaxes .................. e ..M 2 170 165

In 2006, we recognized approximately $21 million of‘prel—tax income associated with 2UK. CRM
receivable previously reserved that is now expected to be collected.

In 2005, we recognized $3 million of pre-tax income primarily associated with U.K. CRM’s receipt of a
third party bankruptcy settlement, offset by foreign currency exchange losses.

In 2004, we recogmzed $17 million of pre-tax income related to tranqlatlon gains on foreign culrency in the
UK. Please read Note 6—Risk Management Activities and Financial Instmments—Accountmg for Derivative
Instruments and Hedgmg Activities—Net Investment Hedges In Foreign Operations beginning on page F-27 for
further discussion. Also in 2004, we recognized $3 million of pre-tax income associated with DGC’s receipt of
$3 million from a third party in settlement of a prior contractual claim and a tax expense of $20 million related to
charges resulting from the conclusion of prior year tax audits.

Note 5—Restructuring and Impairment Charges

Asset Impairments. At September 30, 2006, we tested the Bluegrass generation facility for impairment
based on the FERC’s recent approval and Louisville Gas and Electric’s (“LG&E”) completion of various
compliance steps to allow it to withdraw from participation in the MISO market as of September 1, 2006. The
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Bluegrass facility has historically sold power into the MISO market through transmission provided by LG&E.
This change will limit cur ability or increase the cost to deliver power to the MISO market. After testing, we
recorded a pre-tax impairment charge of $96 million ($61 million after-tax) in the GEN-MW segment. This -
charge is included in Impairment and other charges in our consolidated statements of operations. We determined
the fair value of the facility using the expected present value technique.,

At December 31, 2006, we determined that it was more likely than not that certain assets would be sold
prior to the end of their previously estimated useful lives. Therefore, impairment analyses were performed and
we recorded a total pre-tax impairment charge of $50 million ($32 million after tax). Of this charge, $36 million
relates to the Calcasieu facility and is recorded in the GEN-SO segment. The remaining $14 million relates to the
Bluegrass facility and is recorded in the GEN-MW segment. This charge is included in Impairment and other
charges in our consolidated statements of operations. We determined the fair value of the Bluegrass facility using
the expected present value technique. We determined the fair value of the Calcasieu facility based on the
purchase price in the sales agreement.

In 2006, we recorded a $9 million pre-tax impairment of our investment in Black Mountain. Please read
Note 10—Unconsolidated Investments—Power Generation—South Investments beginning on page F-32 for
further discussion.

r

In 2005, we recorded $13 million, $10 million and $4 million in pre-tax impairments of our investments in
Black Mountain, West Coast Power and Panama, respectively. Please read Note 10-—Unconsolidated
Investments—Power Generation—South Investments beginning on page F-32 for further discussion. Also in
2005, we recorded in GEN-MW an impairment of an unused turbine totaling $29 million. We determined the fair
value of the turbine based on market prices of similar assets available for sale. Also in 2005, we recorded
severance and restructuring charges totaling $11 million. For further information, please read *2005
Restructuring” below. Finally, in connection with our sale of DMSLP, included in discontinued operations, were
charges of $3 million and $2 miltion for cancellation fees and operating leases, respectively.

In 2004, we recorded a $112 million pre-tax impairment of our interest in Illinois Power. Please read Note 4—
Dispositions, Contract Terminations and Discontinued Operations—Dispositions and Contract Terminations—Sale
of lllinois Power beginning on page F-21 for further discussion, In addition, during 2004, we recorded a $5 million
pre-tax charge related to the impairment of one of our NGL assets. Also during 2004, we recorded $85 million in
pre-tax impairments of our investment in West Coast Power. Please read Note 10—Unconsolidated Investments—
Power Generation—South Investments beginning on page F-32 for further discussion.

2005 Restructuring. In December 2005, in order to better align our corporate cost structure with a single line of
business and as part of a comprehensive effort to rediice on-gding operating expenses, we implemented a
restructuring plan (the *2005 Restructuring Plan”). The 2005 Restructuring Plan resulted in a reduction of
approximately 40 positions and was coniplete by June 30, 2006. We recognized a pre-tax charge of $11 million in the
fourth quarter 2005. We recognized approximately $2 million of charges in the year ended December 31, 2006, when
transitiona! services were completed by certain affected employees. These charges related entirely to severance costs.

The fol]owmg is a schedule of 2006 activity for lhe severance liabilities recorded in C(mnecuon with this
restructuring (in millions): ' ‘

Balance at December 31,2005 .. ... ............... e $ 9
2006 adjustments to hablhly ........................................
Cashpayments ...........c..... ... ... PP e (a1

Balance at December 31, 2006 e e -
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2002 Restructuring. In October 2002, we announced a restructuring plan (the “2002 Restructuring Plan”)
designed to improve operational efficiencies and performance across our lines of business. The following is a
schedule of 2006, 2005 and 2004 activity for the 2002 Restructuring Plan liabilities recorded associated with the
severance, cancellation fees and operating leases: ‘ .

Cancellation
Fees and
! N . . . : Operating |
i , . Severance Leases Total
) , ~ (inmillions)_
Balance at December 31,2003 .%................. g 823 $30  $53
2004 adjustments to lability ... . i8 7 25
‘ 2004 cash payments ............ ....cveenens e (38T (1Y) (50
Balance at December 31,2004 ..........covirrineiiiaaanns 3 25 $28
2005 cashpayments ............ . il e _® 9
Balance at December 31,2005 . ... .. e e : 3 16 19
2006 adjustments to liability . . ................ciiiia... — ) I 4§
2006 cashpayments ............ ittt e _ (8 _®
Balance at December 31,2006 . .. ............0eeneennrnn. L83 87 si0

. During 2004, the adjustment to the accrued liability primarily reflects increases in the severance accrual due
to changes.in our estimate of the probable loss associated with the severance claims of our former chief executive
officer and our former president. Cash payments during 2004 reflect payments made to our former chief
executive officer and our former president.

In addition to the $7 million accrual above, we have a $1 million accrual for operating leases made in
connection with the sale of DMSLP. We expect these amounts to be paid by the end of 2007 when the leases
expire. Please read Note 4—Dispositions, Contract Terminations and Discontinued Operations—Discontinued -
Operations—Natural Gas Liquids beginning on page F-23 for further information.

Note 6—Risk Management Activities and Financial Instruments

Our operations are impacted by several factors, some of which may not be mitigated by risk management
methods. These risks include, but are not limited to, ¢ ommodlty price, interest rate and foreign exchange rate
fluctuations, weather patterns, counterparty credit risks, changes in competition, operational nslcs environmental
risks and changes in regulations.

We define market risk as changes to our earnings and cash flow resulting from changes in market
conditions, mc]udmg changes in commodity prices, interest rates and currency rates as well as the impact of

volatility and market liquidity on such prices. We seek to manage market risk through dwemﬁcauon contmlhng .

posmon su’zes and executing hedgmg strateg1es )

Accounting for Derivative Instruments and Hedging Activities

"'We follow the accounting and disclosure requirements of SFAS No. 133, as amended. Under SFAS
No. 133, all derivative instruments are recognized in the balance sheet at their fair values and changes in fair
value are recognized immediately in earnings, unless such instruments qualify, and are designated, as hedges of
future cash flows, fair values or net investments in foreign operations or qualify, and are designated, as normal
purchases and sales.
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Cash Flow Hedges. We enter into financial derivative instruments that qualify as cash flow hedges. The
maximum length of time for which we have hedged our exposure for cash flow hedges is through 2008.
Instruments related to ouir generation business are ‘entered into for purposes of hedging future fuel requirements
and forecasted sales transactions. Interest rate swaps were previously used to convert the floating interest-rate
component of some c!)bl_igations to fixed rates.

Any ineffective portion of a cash flow hedge is reported immediately as a component of income in the
consolidated statements of operations. Ineffectiveness associated with cash flow hedges of commodity
transactions and interest rate swaps is included in revenues and other income and expense, net, respectively.
During the years énded December 31, 2006, 2005 and 2004, we recorded $7 million, $3 million and $(3) million
of income {(expense), respectively, related o ineffectiveness from changes in fair value of hedge positions. No
amounts were excluded from the assessment of hedge effectiveness related to the hedge of future cash flows in
any of the periods. '

During the years ended December 31, 2006, 2005 and 2004 no amounts were reclassified to earnings in
connection with forecasted transactions that were no longer considered probable of occurring.

The balance in'cash flow hedging activities, net at December 31, 2006 is expected to be reclassified 10
future earnings, contemporaneously with the related purchases of fuel or sales of electricity, as applicable to each
type of hedge. Of this amount, after-tax gains of approximately $72 million are currently estimated to be
reclassified into earnings in 2007. The actual amounts that will be reclassified to earnings over this period and
beyond could vary materially from this estimated amount as a result of changes in market prices, hedging
strategies, the probability of forecasted transactions occurring and other factors.

Fair Value Hedges. We also enter into derivative instruments that qualify as fair value hedges. We use
interest rate swaps to convert a portion of our-non-prepayable fixed-rate debt into variable-rate debt. The
maximum length of tithe for which wé*have hedged our exposure for fair value hedges is through 2012. During
the years ended December 31, 2006, 2005 and 2004, there was no ineffectiveness from changes in the fair value
of hedge positions and no amounts were excluded from the assessment of hedge effectiveness. During each of the
years ended December 31, 2006, 2005 and 2004, there were no gains or losses related to the recognition of firm
commitments that no longer qualified as fair value hedges.

Net Investment Hedges In Foreign Operations. Alihough we have exited a substantial amount of our
foreign operations, we have remaining investments in fofeign subsidiaries, the net assets of which are exposed to
currency exchange-rate volatility. As of December 31, 2006, 2005 and 2004 we had no net investment hedges in
place to hedge that exposure.

During 2003, our efforts to exit the U.K. CRM business and the European communications business were
substdntially completed. As required by SFAS No. 52, “Foreign Currency Translation,” a significant portion of
unréalized gains and losses resulting from translation and financial instruments utilized to hedge currency
exposures previously recorded in stockholders’ equity were recognized in income, resulting in an after-tax loss of
approximately $16 million. During 2004, we repatriated a majority of our cash from the U.K. by repayment of
intercompany loans, resulting in the substantial liquidation of our investment in the U.K. As a result, we
recognized approximately $17 million of pre-tax translation gains in income that arose since April 1, 2003 and
had accumulated in stockholders’ equity. |
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" Accumulated Other Comprehensive Income. Accumulated other comprehensive income, net of tax, is
included in stockholders’ equity on the consolidated balance sheets as follows:

(. o December 31,
) 2006 2005
] . ] . —(I—nmilllons)
Cash flow hedging activities, net ... ........ ... ... i i Y 376 $ (@
Foreign currency translation adjustment ... ....... ... ... . il 23 24
Minimum pension liability ,.......... .. ..o i N (18)
Unr;cogm,zed prior service cost and actuarialloss ..................... e (43) —,
Available for sale.SECUTIties ... .........c.oiiuieeiiii i o —
Accumulated other comprehensive income, netoftax . ................... $_ﬂ f 4

Notional Contract Amounts. The absolute notional contract amoums associated with the derivative

instruments desngnated as hedges were as follows

BT T ’ . ! v December 31,
R ' 2006 2005
Fair Value Hedge Interest Rate Swaps (in Millions of U.S. Dollars) .......... $ 525 % 525
Fixed Interest Rate Received on Swaps (Percent) ........ e 4.331 4331
Natural Gas Cash Flow Hedges (Trillion Cubic Feet) .......... e o 0.010 0.012
Electricity Cash Flow Hedges (Million Megawatt Hours) ©. .. .. ... DU "51.664  14.460
Fuel Oil Cash Flow Hedges (Million Barrels) .................... e, '1.620 0,725

Fair Value of Financial Instruments. The following disclosure of the estimated fair value of financial

instruments js made i in accordance with the requirements of SFAS No. 107, “Dlsclosurcs About Fair Value of
Financial Instruments”. We have detérmined the estimated fair-value amounts using available market
information and selected valuation methodologies. Considerable judgment is required in interpreting market data
to develop the estimates of fair value. The use of different market assumptions or valuation melhodologles could
have a materlal effect on the estimated falr-value amounts.

The carrying values of current financial assets and liabilities approximate fair values due to the short-term

maturities of these instruments. The carrying amounts and fair vatues of debt are included in Note 12—Debt
beginning on page F-36. The carrying amounts and fair values of our other financial instruments were:

December 31,
2006 2005

Carrying Fair Carrying Fair
Amount Value Amount Value

({in millions)

Dynegy Inc.
Series C Convertible Preferred Stock . ............... $— 5— $400 5414
Dynegy Holdings Inc.
Fair Value Hedge Interest Rate Swap ................ (19) 19 (13) (13)
Interest Rate Risk-Management Contracts ............ H N {2) {2)
Commodity Cash Flow Hedge Contracts . . ............ 114 114 N 1))
Commodity Risk-Management Contracts ............. 14 14 88 88
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The fair value of the Series C convertible preferred stock at December 31, 2005 is based on an estimate that
reflects debt and equity market information for comparable securities and also incorporates the original lock-up
period of the security, which expired in the first quarter 2005. The fair value stated above is the mid-point of the
valuation range of $411 million to $417 million at December 31, 2005. The fair value of interest rate and
commodity risk-management contracts were based upon the estimated consideration that would be received to
terminate those contracts in a gain position and the estimated cost that would be incurred to terminate those
contracts in a loss position. ! .

Concentration of Credit Risk. We sell our energy products and services to customers in the-electric and
natural gas distribution industries and to entities engaged in industrial and petrochemical businesses. These
industry conceatrations have the potential to impact our overall exposure to credit risk, either positively or
negatively, because the customer base may be similarly affected by changes in economic, industry, weather or
other conditions.

At December 31, 2006, our credit cxﬁosurc as it relates to the mark-to-market portion of our risk
management portfolio totaled $105 million. To reduce our credit exposure, we execute agreements that permit us
to offset receivables, payables and mark-to-market exposure. We attempt to further reduce credit risk with certain
counterparties by obtaining third party guarantees or collateral as well as the right of termination in the event of
default. )

Our Credit Department establishes our counterparty credit limits. Our industry typically operates under
negotiated credit lines for physical delivery and financial contracts Qur cred:l risk system provides current credit
exposure o counterpartles on a daily basis.

We enter into master netting agreements both to mitigate credit exposure and to reduce collateral
requirements. In general, the agreements include our risk management subsidiaries and allow the aggregation of
credit exposure, margin and set-off. As a result, we decrease a potential credll loss arising from a counterparty
default. : .

We include cash collateral deposited with counterparties in Prepayments and other current assets and Other
long-term assets on our consolidated balance sheets, We include cash collateral due to counterparties in Accrued
liabilities and other current liabilities on our consolidated balance sheets.

L v - .
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Note 7—Cash Flow Information

Following are supplemental disclosures of cash flow and non-cash investing and financing information:

Year Ended December 31,
2006 2005 2004
(in millions)
Interest paid (net of amount capitalized) . ............... $405 $ -408 $429
Taxes paid (refunds), net . ............. ... o $ 9 $ 45 $ 4
Detail of businesses acquired: : :
Current assetsandother ........................ $ 14 $ 217 $—
Fair value of non-current assets .................. 13 1,076 —
Liabilities assumed, including deferred taxes ........ 18 (1,147 —
Cashbalance acquired ... ....................... : (5) (26) —
Cash paid, net of cash acquired .............. e $40 $ 120 $—
Other non-cash investing and financing activity:
Conversion of Convertible Subordinated Debentures .
due2023 WNote 12X (1) ..o $225 $} — $—
Sithe Subordinated Debt exchange, net (Note 12) (2) .. 122 — —_
Addition of acapital lease (3) .................... ¢ — —
"Marketable securities (4) . ... ............... ... .. 18 — —

(i) On May 15, 2006, we converted all $225 million of our outstanding 4.75% Convertible Subordinated
Debentures due 2023 into shares of our Class A common stock (the “Convertible Debenture Exchange™). In
this transaction, we issued an aggregate of 54,598,369 shares of our Class A common stock and paid the
debenture holders an aggregate of approximately $47 million in premiums and accrued and unpaid interest

| using cash on hand. Please read Note 12—Debt—Convertible Subordinated Debentures due 2023 on page

| F-40 for further information.

, (2) On July 21, 2006, DHI executed an exchange agreement of approximately $419 mllllon principal amount of
the subordinated debt of Independence, together with all claims for accrued and unpaid interest thereon, for

. approximately $297 million principal amount of DHI's 8.375% Senior Unsecured Notes due 2016. Please

, read Note 12—Debt—Sithe Energies Debt beginning on page F-39 for further information.

' (3) InJanuary 2006, we entered into an obligation under a capital lease related to a coal loading facility which
will be used in the transportation of coal to our Vermilion generating facility. Pursuant to our agreement
with the lessor, we are obligated for minimum payments in the aggregate amount of $17 million over the
ten-year term of the lease.

(4) In November 2006, the New York Mercantile Exchange completed its initial public offering. As a result, we
received ninety thousand shares due to our two membership seats. These shares were valued at”~
approximately $18 million at December 31, 2006. . .

' . 4
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Note 8—Inveatory

A summary of our inventories is as follows; . -

December 31,
2006 2005

’ (in millions)
Materials and supplies . ... .. ... .. ... .. .. e T $90 . %90
L 1 56 44
Fuel 0l . ..ottt e e 32 41
Emissions allowances ........... . .. .. it - 15 36
Natural gas storage ... .. ... .. . ittt i _ 1 3
5194 $214

In addition, we had zero and $13 million of emissions allowan,cesl at December 31, 2006 and 2005,
respectively, related to future periods included in Other long-term assets on our consolidated balance sheets.

Note 9—Property, Plant and Equipment
A summary of our property, plant and equipment is as follows:

December 31,
2006 2005
(in millions)

Generation assets: .
GEN—MW .......... e e e $5070 %4928

GEN—NE .......... ... iiiins, R e -625 - 593
GEN—South . .. .. O - 569 - 189
ITsystemsandother .. ... ... ... ... i it ' 209 205
' - 6473 6,515
Accumulated depreciation .................... e D (1,522) (1,192) .

$4951  $532

Interest capitalized related 1o costs of projects in process of development totaled $3 million, $3 million and
$4 million for the years ended December 31, 2006, 2005 and 2004, respectively.

Note 10—Unconsolidated Investments

Our unconsolidated investments consist primarily of investments in affiliates that we do not control, but
where we have significant influence over operations. Our principal equity method investments consist of entities
that operate generation assets. We entered into these ventures principally to share risk and leverage existing
commercial relationships. These ventures maintain independent capital structures and have financed their
operations either on a non-recourse basis to us or through their ongoing commercial activities. As of
December 31, 2006, we hold an investment in a joint venture in which Chevron or its affiliates are investors. For
additional information about this investment, please read Note 13—Related Party Transactions beginning on
page F-40.
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A summary of our unconsolidated investments is as follows:

‘ ‘ December 31,
. . . . (in millions) i
Equity affiliates: - : . '
GEN—MW ..........ccooviinnnn. P P $— $ 60
GEN—SO ............ P —_ 210
Total unconsolidated INVESIMENIS ... ..o o'ttt i i tansrrnerennnas $— $270

Cash distributions received from our equity investments during 2006, 2005 and 2004 were zero, $80 million
and $136 million, respectively. Undistributed earnings from our equity investments included in accumulated
deficit at December 31, 2006 and 2005 tota]cd zero and $154 million, respectively. C ‘

- Power Generation—Midwest Investments, GEN—MW e.qunty investments at December 31, 2005 included
a 50% ownership interest in Rocky Road Power, L.L.C., a 330 MW power generation facility in East Dundee,
Mlinois. ) S '

On March 31, 2006, we completed the sale to NRG of our 50% ownership interest in our unconsolidated
investment in West Coast Power as well ag our acqulsmon of NRG’s ownership interest in Rocky Road. As a
result of the transactions, we received cash proceeds of approximately $165 million, net of cash acquired, from
NRG. Under the terms of this agreement, we did not recognize a material gain or loss on the sale of West Coast
Power. For further discussion, please read Note 3—Business Combinations and Acquisitions—Rocky Road on
page F-18 and Note 4—Dispositions, Contract Terminations and Discontinued Operatlons-—Dlsposmons and
Contract Terminations—West Coast Power on page F-21.

In 2004, we sold our 20% inierest in the Joppa power generating facility as further discussed in Note 4—
Dispositions, Contract Terminations and Dlscontmued Operatlons——Dlsposmons and Contract Terminations—
Sale of lllinois Power beginning on page F-21. -

Power Ge}leration—So_uth Investments. GEN—SO equity investments at December 31, 2006 include a
50% ownership interest in Black Mountain (Nevada Cogeneration Associates #2), an 85 MW power. generation
facility in Las Vegas, Nevada that owns fossil fuel electric generation facilities.

In 2006 and 2005, we recorded impairment charges of $9 million and $13 million, respectively, related to
our 50% interest in Black Mountain. These charges are the result of declines in value of the investment caused by
an increase in the cost of fuel in relation to a third party power purchase agreement through 2023 for 100% of the
output of the facility. This agreement provides that Black Mountam (Nevada Cogeneranon) will receive
payments that decrease over time.

Additionally, in December 2005, we entered into an agreement to sell our 50% interest in PanAm Generating
Ltd. As a result of this agreement, we recorded a $4 million impairment charge to reduce the book value of our
investment to the agreed-upon sales price: In May 2006, we sold our interest in this facility. Net proceeds associated
with the sale were approximately $3 million, and we did not recognize a gain or loss on the sale.

Our most significant investment in generating capacity was our interest in West Coast Power. In March
2006, we scld our unconsolidated investment in West Coast Power to NRG. For further discussion, please read
Note 4—Dispositions, Contract Terminations and Discontinued Operations—Dispositions and Conlract
Terminations—West Coast Power. . o
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Cur net investment in West Coast Power totaled approximately $205 million at December 31, 2005, West
Coast Power provided equity earnings of approximately zero, $11 million and $153 million in the years ended
December 31, 2006, 2005 and 2004, respectively. Our West Coast Power related carnings for 2005 were offset
by an impairment charge of approximately $10 million, primarily to write down our investment balance to the
agreed-upon sales price. Our West Coast Power related earnings for 2004 include a $12 million charge
representing our share of an asset impairment. Additionally, our West Coast Power related earnings were
partially offset by an impairment of $73 million, primarily due to the expiration of the CDWR contract in
December 2004.

In 2004, we sold our unconsolidated investment in the Commonwealth generating facility. We did not
recognize a material gain or loss on this sale. ., .

' . . o -t [ ' - ' .

In 2004, we sold our unconsolidated investments in the Qyster Creek, Michigan Power and Hartwell
generating facilities for aggregate net cash proceeds of approximately $132 million. We recognized gains of $15
million and $2 million related to our sales of Oyster Creek and Hartwell, but did not recognize a material gain or
loss on the sale of Michigan Power. However, during the year ended December 31, 2004, we recorded an
impairment on our investment in Michigan Power totaling $8 million, to adjust our book value to the sale price.

During 2004, we sold our interest in our power generating facility located in Jamaica. Net proceeds
associated with the sale were approximately $5.5 million; and we did not recognize a material gain or toss on the
L . '
sale. o C

(- R ' . 1

Summarized Information. Sumimarized aggregate financial information for unconsolidated equity
investments and our equity share thereof was:

December 31,
_ ST e 2006 2005 2004
B 'Y+ " Total EquityShare Total Equity Share Total  Equity Share
‘(in miilions) 7

Current assets ..................... ... $ 92 $46 $ 411 $205 $ 595 $276
Non-current assets . .............. L1610 g4 1,299 650 1,626 754
Current liabilities .. ... ....... el L2 10 ' 80 40" 177 71
Non-current liabilities ........... . ¥ 26 : 87 44 101 49
Revenues .................... e 89 44 633 272 1,430 611
Operating income ..........0........... 19 10 '75 34 441 206
Netincome ......0....... [ 1 8 75 34 413 193

Lossé§ from 'u'ﬁéonsolidated investments of $1 fnillidn for the year ended December 31, 2006 include the $8
million above offset by the $9 million impairment of our investment in Black Mountain.

Earnings from unconsolidated investments of $2 million for the year ended December 31, 2003, include $11
million from West-Coast Power and $23 millicn from our other unconsolidated invesiments, offset by $10
million, $13 million and $4 million impairments of our investment in West Coast Power, Black Mountain and
Panama, respectively, and $5 million of earnings from NGL investments which are included in income from
discontinued operations. : :

Earnings from unconsolidated investments of $192 million for the year ended December 31, 2004 include
$153 million from West Coast Power, $40 miltion from our other unconsolidated investments, and gains on the
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sales of our 20% interest in the Joppa facility, our equity investment in Oyster Creek and our equity investment
in Hartwell of $75 million, $15 million and $2 million, respectively. These gains.were partially offset by a $73
million impairment of our investment in West Coast Power and an $8 million impairment of our Michigan Power
equity investment, $10 million of earnings from NGL investments, which are included in income (loss) from
discontinued operations, as well as $2 million primarily due to amortization of the difference between the cost of
our unconsolidated investments and our underlying equity in their net assets.

Variable Interest Entities. On January 31, 2005, we completed the acquisition of ExRes SHC, Inc., the
parent company of Sithe Energies, Inc., which we refer to as “Sithe Energies”, and Sithe/Independence Power
Partners, L.P., which we refer to as “Independence”. ExRes SHC, Inc., which we refer to as “ExRes”, owns
through its subsidiaries four natural gas-fired merchant facilities in New York and four hydroelectric generation
facilities in Pennsylvania. The entities owning these facilities meet the definition of VIEs. In accordance with the
purchase agreement, Exelon Corporation, which we refer to as “Exelon”, has the sole and exclusive right to
direct our efforts to decommission, sell, bankrupt, or otherwise dispose of the hydroelectric facilities owned
through the VIE entities. Exelon is obligated to reimburse ExRes for all costs, liabilities, and obligations of the
entities owning these hydroélectric generation facilities, and to indemnify ExRes with respect to the past and
present assets’and operations of the entities. As a result, we arenot the primary bencficiary of the entities and
have not consolidated them in accordance with the provisions of FIN No. 46R

* A

With regard to the four natural gas—ﬁrcd merchant facilities located in New York, we had the option to elect
to decommission any or all of these facilities within a 180-day period after the January 31, 2005 closing date.
Prior to expiration of the option period, which ended on July 30, 2005, we elected to decommission all four of the
natural gas-fired merchant facilities owned by ExRes. Under the terms of the purchase agreement, Exelon was .
permitted to direct the decommissioning, sale or other disposal of the facilities. Further, Exelon is obligated to -
indemnify us with respect to all operations prior to February 1, 2005 and subsequent to our election to
decommission or sell the facilities. They also must prov1de written consent for any payments or actions outside
the ordmary course of operatlons On June 1 and August 4, 2005, we entered into agrecmems as directed by
Exelon, 16 sell our ownership and operating intérests in the four natuial gas-fired power generation peaking
facilities to Alliance Energy Group LLC. The transactions, which were approved by the FERC and the New York
Public Service Commission, closed on October 31, 2005 and had no impact on our consolidated financial
statements, as Exelon received the proceeds from the sale. As a result of the rights retained by Exelon with”
respect to these facilities, we are not the primary beneficiary of these VIEs, and have not consolidated them i in
accordance with the provisions of FIN No. 46(R). Please read Note 3—Business Combinations and
Acquisitions-—Sithe Energies beginning on page F-18 for further discussion regarding this acquisition.

The hydroelectric generation facilities have commitments and obligations that are off-balance sheet with
respect to Dynegy arising under operating leases for equipment and long-term power purchase agreements with
local utilities. At December 31, 2006, the equipment leases have remaining terms from two to fifteen years and
involve future lease payments of $114 million over the terms of the leases. Additionally, each of these facilities is
party to a long-term power purchase agreement with a local utility. Under the terms of cach of these agreements,
a project tracking account, which we refer to as the “Tracking Account”, was established to quantify the
difference between (i) the facility’s fixed price revenues under the power purchase agreement and (ii) the
respective utility’s Public Utility Commission approved avoided costs associated with those power purchases
plus accumulated interest on the balance. Each power purchase agreement calls for the hydroelectric facility to
return to the utility the balance in the Tracking Account before the end of the facility’s life through decreased
pricing under the respective power purchase agreement. Two of the four hydroelectric facilities are currently in
the Tracking Account repayment period of the contract, whereby balances are repaid through decreased pricing.
This pricing cannot be decreased below a level sufficient to allow the facilities to recover their operating costs,
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exclusive of lease or interest costs. The remaining two facilities are anticipated to begin reducing the Tracking
Accounts in 2006, The aggregate balance of the Tracking Accounts as December 31, 2006 was approximately
$316 million, and the obligations with respect to each Tracking Account are secured by the assets of the
respective facility. The decreased pricing necessary to reduce the Tracking Accounts may cause the facilities to
operate at a net cash deficit. As-discussed above, the obligations of the four hydroelectric facilities are
non-recourse to us. Under the terms of the stock purchase agreement with Exelon, we are indemnified for any net
cash outflow arising from ownership of these facilities.

Note 11—Intangible Assets

Pursuant to our acquisition of Sithe Energies in February 2005, we recorded a significant intangible asset
related to a capacity agreement between Sithe Independence Power Partners and Con Edison, a large utility in the
state of New York and a subsidiary of Consolidated Edison, Inc. That contract provides Independence the right to
sell 740 MW of capacity until 2014 at fixed prices that are currently above the prevailing market price of
capacity for the New York Rest of State market. Since the asset arises from a contractual relationship that
provides the obligation to sell capacity and the right to collect capacity payments, it was recorded as an
identifiable intangible asset as defined in SFAS No. 141. The fair value recorded related to this intangible asset
was $488 million. That amount is currently being amortized into earnings based on a straight-line amortization
over the remaining contractual term of the agreement. That amortization expense is being recognized in the
revenue line of our consolidated statements of operations where we record the revenues received from the
contract. The annual amortization of the intangible asset is expected to approximate $50 million. The balance, net
of accumulated amortization, totaled $383 million and $442 million at December 31, 2006 and 2005, l
respectively. Amortization expense was approximately $59 million and $46 million for the years ended
December 31, 2006 and 2005, respectively. We have not recorded any impairment related to this intangible assel.

Pursuant to our acqmsmon of NRG’s 50% ownership mterest in the Rocky Road power plant, we recorded |
an intangible asset in the amount of $29 million. That amount is currently being amortized into earnings based on
a straight-line amortization over the remaining contractual term of the agreement. That amortization expense is
being recognized in the revenue line of our consolidated statements of operations where we record the revenues
received from the contract. The annual amortization of the intangible asset is expected to be approximately $10
million. The balance, net of accumulated amortization, totaled $22 million at December 31, 2006 Amortization
expense was approximately $7 million for the year ended December 31, 2006. Please read Note 3—Business
Combinations and Acquisitions—Rocky Road on page F-18 for further discussion.

F-35




DYNEGY INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS—{(Continued)

Note 12—Debt ,

A summary of our long-term debt is as follows:

, December 31,
. 2006 2005
' Carrying Fair Carrying Fair .
Amount Value Amount Value
¥ , (in millions) |
Dynegy Holdings Inc. .

v Term facility, floating rate due through 2012 ...l wiiiie.. B 200 05200 3 — 5 —
Senior Notes, 7.45% due 2006 .. ................ e — — 22 - 23
Senior Notes, 6.875% due 2011 ............ ... ... oo 7 493 499 499 492
Senior Notes, 8.75% due 2012 .. ........ ..., e 488 529 491 538
Senior Unsecured Notes, 8.375% due 2016.............. e 1,047 1,102 — —
Senior Debentures, 7.125% due 2018 ........ e 173 169 175 158
Senior Debentures, 7.625% due 2026 ............ ... ... . .n... 173 168 174 is8
Second Priority Senior Secured Notes, floating rate duc 2008 . ..... .. — 225 238
Second Priority Senior Secured Notes, 9.875% due 2010 . ......... 11 12 625 685
Second Priority Senior Secured Notes, 10.125% due 2013 ... ..... — —_— 900 1,015
Subordinated Debentures payable to affiliates; 8.316%, due 2027 ... 200 191 200 176

Sithe Energies . . ‘ -
Subordinated Debt, 7.0% due 2034 ........................... . — — 419 253
Senior Notes, 8.5% due 2007.. . ... .ot i 39 -39 57 57
Senior Notes, 9.0% due 2013 .............. e e 409 446 409 = 441

Dynegy Inc. : - ‘ -

Convertible Subordmated Debentures, 4.75% due 2023 ....... IR — — 225 294
o S . o 3,233 4,421
Unamortized premium (discount) ondebt, net (1) . ............... , 25 (122)
. 3,258 4,299
Less: Amounts due within one year, including non-cash amortization :
of basisadjustments . ......... ... .. ... . .. ... : 68 71
Total Long-Term Debt . ................. PO PO L $3,190 $4,228

(1) Change from December 31, 2005 to December 31, 2006 is primarily dué to the Sithe debl exchange.

Aggregate maiurities of the principal amounts of all long—term indebtedness as of Decembcr 31, 2006 are as

follows:
Total 2008 2009 2010 2011 Thereafter
- : o ’ : . . (in mitlions)
Dynegy Holdings Inc. ................................ $2,776 $-—- $—  $11 $492 82273
Sithe Energies (1)« <.vvvineereienanineiaiin 414 44 57 62 6 182
M SST $73 $561 52455

Total oo e, P $3,190 $

Fourth Amended and Restated Credit Facility. On April 19, 2006, we entered into a fourth amended and
restated credit agreement (the “Fourth Amended and Restated Credit Facility”) with Citicorp USA, Inc. and
JPMorgan Chase Bank, N.A., as co-administrative agents, JPMorgan Chase Bank, N.A., as collateral agent,
Citicorp USA, Inc., as payment agent, Citigroup Global Markets Inc. and JPMorgan Securities Inc., as joint lead
arrangers, and the other financial institutions parties thereto as lenders. The Fourth Amended and Restated Credit
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Facility amends our former credit facility (Jast amended on March 6, 2006) by increasing the amount of the
existing $400 million revolving credit facility to $470 million and adding a $200 million term letter of credit
facility. The revolving facility, which is currently undrawn, is available for general corporate purposes and for
letters of credit. The term facility has been fully drawn and the proceeds placed in a collateral account to support
the issuance of ietters of credit. Letters of credit issued under the former credit facility were continued under the
Fourth Amended and Restated Credit Facility.

The Fourth Amended and Restated Credit Facility is secured by substantially all of the assets of DHI, as
borrower, and certain of its subsidiaries, as subsidiary guarantors, and certain of our assets, as parent guarantor. The
revolving credit facility portion of the Fourth Amended and Restated Credit Facility matures April 19, 2009 and the
term letter of credit portion matures on January 31, 2012. Borrowings for both the revolving and term portions
under the Fourth Amended and Restated Credit Facility bear interest at the relevant Eurodollar rate plus a ratings-
based margin of 150 basis points or the relevant base rate plus a ratings-based margin of 50 basis points. Letters of
credit can be issued under the revolving portion of the facility at a ratings-based rate of 150 basis points. An unused
commitment fee of 37.5 basis points is payable on the unused portion of the revolving credit facility. The margin
payable for borrowing, the rate payable for letters of credit and the unused commitment fee will decrease upon
meeting specified improvements in Standard and Poor’s and Moody’s credit ratings for the facility.

The Fourth Amended and Restated Credit Facility contains mandatory prepayment provisions associated
with specified asset sales and dispositions (including as a result of casualty or condemnation) and the receipt of
proceeds by DHI and certain of its subsidiarics of any permitted additional non-recourse indebtedness.
Commencing in 2008 with respect to the fiscal year ending December 31, 2007, each year DHI will be required
to apply toward the prepayment of the loans and the permanent reduction of the comrmitments under the
revolving credit facility (or post cash collateral in lieu thereof) a portion of its excess cash flow as calculated
under the Fourth Amended and Restated Credit Facility for the prior fiscal year. This portion will be 50%
initially and will fall to 25% when and if DHI's leverage ratio is less than or equal to 3,50:1.00,

The Fourth Amended and Restated Credit Facility contains customary affirmative covenants and negative
covenants and events of default. Subject to certain exceptions, DHI and its subsidiaries are subject to restrictions
on incurring additional indebtedness, limitations on capital expenditures and limitations on dividends and other
payments with respect to capital stock. The Fourth Amended and Restated Credit Facility also contains certain
financial covenants, including (1) a covenant {(measured at the last day of the fiscal quarter as specified below)
that requires DHI and certain of its subsidiaries to maintain a ratio of secured debt to adjusted EBITDA no
greater than 3.0:1 (December 31, 2006); 2.75:1 (March 31, 2007); 2.5:1 (June 30, 2007); 2.25:1 (September 30,
2007) and 2.0:1 (December 31, 2007 and thereafter) and (2} a covenant that requires DHI and certain of its
subsidiaries to maintain an interest coverage ratio as of the last day of the measurement periods ending
December 31, 2006 of no less than 1.50:1; ending March 31, June 30, September 30 and December 31, 2007 and
March 31, 2008 of no less than 1.625:1, and ending June 30, 2008 and thereafter of no less than 1.75:1. We are in
compliance with these covenants as of December 31, 2006.

On May 26, 2006, we closed a $150 million term loan (the “Term Loan”), of which $50 million was used to
make a one-time cash dividend from DHI to Dynegy (the “DHI Dividend™) and the remainder used for working
capital and general corporate purposes. Please read Note 13—Related Party Transactions—Series C Convertible
Preferred Stock beginning on page F-40 for further discussion. The Term Loan was structured as a new tranche
under the Fourth Amended and Restated Credit Facility and was repaid with proceeds from the sale of
Rockingham on November 14, 2006. Please read Note 4—Dispositions, Contract Terminations and Discontinued
Operations—Dispositions and Contract Terminations—Rockingham on page F-20 for further discussion of the
sale.

Senior Notes. The notes are unsecured and not subject 1o a sinking fund. On April 12, 2006, DHI issued
$750 million aggregate principal amount of our 8.375% Senior Unsecured Notes due 20116 (the “New Senior
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Notes”) in a private offering (the **Senior Notes Offering”). The New Senior Notes are not redeemable at our
option prior to maturity. The New Senior Notes are our senior unsecured obligations and rank equal in right of
payment to all of our existing and future senior unsecured indebtedness. and are senior to all of our existing and
any of our future subordinated indebtedness. We have not guaranteed the New Senior Notes, and the assets and
operations that we own through subsidiaries other than DHI (principally our Independence plant) do not suppotrt
the New Senior Notes. The proceeds from the Senior Notes Offering, together with cash on hand, were used to
fund the SPN Tender Offer discussed above. On September 14, 2006, DHI exchanged the New Senior Notes for
a new issue of substantially identical notes registered under the Securities Act of 1933. Please read “Sentor |
Unsecured Notes” below for further information.: : : '

Senior Unsecured Notes. On September 14, 2006, pursuant to the registration rights agreements pertaining to
the New Senior Notes and the Additional Notes, we completed an exchange offer of $1,047 million aggregate
principal amount of DHI’s 8.375% Senior Unsecured Notes due 2016 registered under the Securities Act of 1933 -
for all $1,047 million aggregate principal amount of DHI’s outstanding. 8.375% Senior Unsecured Notes due 2016.

Second Priority Senior Secured Notes. On April 12, 2006,.we completed a cash tender offer and consent
solicitation (the “SPN Tender Offer”), in which we purchased $151 million of our $225 million Second Priority
Senior Secured Floating Rate Notes due 2008 (the “2008 Notes®), $614 million of our $625 million 9.875% -
Second Priority Senior Secured Notes due 2010 (the “2010 Notes™) and all $900 million of our 10:125% Second
Priority Senior Secured Notes due 2013 (the “2013 Notes” and collectively with the “2008 Notes” and the “2010
Notes,” the “Second Priority Notes™). In connection with the SPN Tender Offer, we amended the indenture under
which the Second Priority Notes were issued to eliminate or modify substantially all of the restrictive covenants,
certain events of default and related provisions and release certain liens securmg the obllgauonq of DHI and the
guarantors of the Second Priority Notes. ! . P

Total cash paid to repurchase the $1,664 million of Second Priority Notes, including consent fees and
accrued-interest, was $1,904 million. We recorded a charge of approximately-$228 million in 2006 associated
with this transaction, of which $202 million is included in debt conversion costs, and $26 million of acceleration’
of amortization of financing costs and write-offs of discounts arid premlurns is included i m interest expense on-
our consolidated statements of operations. * C

On July 15, 2006, we redeemed the remaining $74 million of our 2008 Notes, at a redemption price of 103%
of the principal amount, plus accrued and unpaid interest to the redemption date. The interest rate on the 2008
Notes was based on three-month LIBOR plus 650 basis points. We recorded a charge of approximately $2
million in 2006 associated with this transaction, which is included in debt conversion costs on our consolidated
statements of operations. The remaining outstanding 2010 Notes are redeemable at our option on or after July 15,
2007 in accordance with the terms of the indenture governing the Second Priority Notes.

Each of DHTI’s existing and future wholly owned domestic subsidiaries that guarantee DHI's obligations
under its amended and restated credit facility also guarantee the obligations under thé remaining outstanding -
notes on a senior secured basis. In addition, Dynegy and its other subsidiaries that guarantee DHI’s amended and
restated credit facility also guarantee the obligations under the remaining outstanding notes on a senior secured
basis, The remaining outstanding notes and guarantees are senior obligations secured by a second-priority lien
on, subject to certain’ exceptions and permitted liens, all of DHI's and its guarantors’ existing and future property
and assets lhat secure DH]’s obhgauons under its amendéd and restated credit facility.

[ '

The SPN Indenture governing the remaining outstanding notes contains restrictive covenants that limit the
ability of DHI and its subsidiaries that guarantee the notes to, among other things: (1) redeem, repurchase or pay
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dividends or distributions on capital stock; (2) make investments or restricted payments; (3) incur or guarantee
additional indebtedness; (4) create certain liens; (5) engage in sale and leaseback transactions; (6) consolidate,
merge or transfer all or substantially all of its assets; or (7) engage in certain transactions with affiliates. The
terms of our former credit facility and the SPN Indenture governed the use of proceeds from our October 31,
2005 sale of DMSLP: . :

Subordinated Debentures. In May 1997, NGC Corporation Capital Trust I (“Trust”) issued, in a private
transaction, $200 million aggregate liquidation amount of 8.316% Subordinated Capital Income Securities
(“Trust Securities™) representing preferred undivided beneficial interests in the assets of the Trust. The Trust
invested the proceeds from the issuance of the Trust Securities in an equivalent amount of DHI's 8.316%
Subordinated Debentures (“Subordinated Debentures™). The sole assets of the Trust are the Subordinated
Debentures. The Trust Securities are subject to mandatory redemption in whole, but not in part, on June 1, 2027, -
upon payment of the Subordinated Debentures at maturity, or in whole, but not in part, at any time,
contemporaneously with the optional prepayment of the Subordinated Debentures, as allowed by the associated
indenture. The Subordinated Debentures are redeemable, at DHI's option, at specified redemption prices. The
Subordinated Debentures represent DHI's unsecured obligations and rank subordinate and junior in right of
payment to all of DHI's senior indebtedness to the extent and in the manner set forth in the associated indenture.
We have irrevocably and unconditionally guaranteed, on a subordinated basis, payment for the benefit of the
holders of the Trust Securities the obligations of the Trust to the extent the Trust has funds legally available for
distribution to the holders of the Trust Securities, Since the Trust is considered a SPE, and the holders of the
Trust Securities absorb a majority of the Trust’s expected losses, DHI's obligation is represented by the
Subordinated Debentures payable to the deconsolidated Trust.

We may defer payment of interest on the Subordinated Debentures as described in the indenture, although
we have not yet done so and have continued to pay interest as and when due.

Sithe Energies Debt. On January 31, 2005, we completed the acquisition of ExRes, the parent company.of |
Sithe Energies and Independence. Upon the closing, we consolidated $919 million in face value project debt,
which was recorded at its fair value of $797 million as of January 31, 2005, for which certain of the entities
acquired are obligated. Please read Note 3—Business Combinations and Acquisitions—Sithe Energies beginning
on page F-18 for further discussion of this transaction.

Long-term debt consolidated upon completion of the Sithe Energies acquisition consisted of the following .
as of January 31, 2005: ‘

Face  Premium Fair
Value (Discount) Value

{in millions)
Subordinated Debt, 7.0% due 2034 ... ... ... e e $419  H167) $252
Senior Notes, 8.5% due 2007 ... .ttt it i et iaaarnaaasaian 91 3 94
Senior Notes, 0.0 due 2013 ... it ittt rr e e 409 42 451
~ Total Independence Debt ...........c.ouviiiiii iy $919 '$(122) $797

The senior debt and subordinated debt are secured by substantially all of the assets of Independence, but are
not guaranteed by us or DHI. The difference of $122 million between the face value and the fair value of the
Independence Debt that was recognized upon the acquisition of ExRes will be accreted into interest expense over
the life of the debt.
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The terms of the indenture governing the senior debt, among other things, prohibit cash distributions by
Independence to its affiliates, including Dynegy, unless certain project reserve accounts are funded to specified
levels and the regiired debt service coverage ratio is met. The indenture also includes other covenants and
restrictions, relating to, among other things, prohibitions on asset dispositions and fundamental-changes, .
reporting requirements and maintenance of insurance. As of December 31, 2006 and 2005, Independence had
restricted cash of $80 and $62 miltion, respectively, as reflected on our consolidated balance sheets. As of
December 31, 2006, Independence had short term and long term restricted investment balances of .zero and $83
million, respectively. As of December 31, 2005, Independence had short-term and long-term restricted
investment balances of $2 million and $85 million, respectively. The restricted investment balances are included
in prepayments and other current assets and festricted investments, respectively, on ‘our consolidated balance
sheets.

On July 21, 2006, DHI executed and consummated an exchange agreement (the “Exchange Agreement ), by
and among DHI and RCP Debt LLC and RCMF Debt, LLC (together, the “Reservoir Entities”). Pursuant to the
Exchange Agreement the Reservoir Entities exchanged approximately $419 million principal amount of the
subordinated debt of Independence together with all claims for accrued and unpaid interest thereon and all other
rights and all obligations of the Reservoir Entities under the agreement pursuant to which the subordinated debt
was issued (together, the “Sithe Debt™), for approximately $297 million principal amount of DHI’s '8.375%
Senior Unsecured Notes due 2016 (the “Additional Notes™).. The Additional Notes have terms _and conditions .
identical to, and are fungible for trading and other purposes with, the $750, million aggregate principal amount of
the New Senior Notes issued on April | 12, 2006. On September 14, 2006, DHI exchanged the Additional Notes
for a new issue of substantiafly identical notes Jregistered under the Securities Act of 1933, We recorded a charge
of approxrmately $36 million in 2006 associated with this transaction, which is included in interest expense on
our consolidated statements of operations. Please read “Semor Unsecured Notes Exchange Offer” below for
further information.

't

Convertible Subordinated Debentures due 2023, On May 15, 2006, we converted all-$225 million of our
outstanding 4.75% Convertible Subordinated Debentures due 2023 into shares of our Class A common stock (the
“Convertible Debenture Exchange”). In this transaction, we issued an aggregate of 54,598,369 shares of our
Class A common stock and paid the debenture holders an aggregate of approximately $47 million in premiums
and accrued and unpaid interest using cash on hand. We récorded a charge of approximately $44 million in 2006
associated with this transactlon whrch is 1ncluded in debt conversion costs on our consolldated statements of
operations.

Note 13—Related Party Transactions : .

Transactions with Chevron. Transactions with Chevron resulted from purchases and sales of natural gas
and natural gas hqurds between our affiliates and Chevron. We believe that these transactionis were executed on
terms that were fair and reasonable. During the years ended December 31, 2006, 2005 and 2004, our marketing
business recognized net purchases from Chevron of $52 million, $45 million and $23 million, respectively. In
accordance with the net presentation provisions of EITF Issue 02-03 “Issues Involved in Accounting for
Derivative Contracts Held for Trading Purposes and Contracts Involved in Energy Trading and Risk
Management Activities” (EITF Issue 02 03), all of these transactions, whether physically or financially settled,
have been presented fiet on the consohdated statements of operations. In addition, during the years ended
December 31, 2006, 2005 and 2004, our other businesses recognized aggregate sales to Chevron of zero, $12
billion and $1.1 billion, respectrvely, and aggregate purchases of approximately zero, $1 billion and $1.1 billion,
respectively, Wthh are reﬂected gross on the consolidated statements of operattons

Series C Convemble Preferred Stock. In August 2003, we issued to Chevron 8 mllhon shares of our Senes C
Convertible Preferred Stock due 2033, which we refer to as our “Series C Preferred”. We accrued dividends on our
Series C Preferred at a rate of 5.5% of the liquidation value per annum. In May 2006, we redeemed all of the
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outstanding shares of our Series C Preferred, which were held by Chevron. In order to redeem the Series C
Preferred, we paid Chevron $400 million in cash, plus accrued and unpaid dividends totaling approximately $6.3
million. We used approximately $178 millton in net proceeds from an equity offering of 40.25 million shares of our
Class A common stock that closed on the same day (includes net proceeds of $23 million from the underwriters’
exercise of their option to purchase an additional 5.25 million shares), with the balance funded from cash on hand
and the DHI Dividend. The redemption of the Series C Preferred eliminated the associated $22 million annual
preferred dividend and reduced the number of diluted shares of our common stock outstanding.

Equity Investments. We hold an investment in a joint venture in which Chevron or its affiliates are also
investors. The investment is a 50% ownership interest in Black Mountain (Nevada Cogeneration Associates.#2),
which holds our Black Mountain power generation facility. Prior to the sale of DMSLP, we previously held a
22.9% ownership interest in VESCO, a venture that operates a natural gas liquids processing, extraction,
fractionation and storage facility in the Gulf Coast region, in which Chevron or its affiliates are also investors,
During the years ended December 31, 2006, 2005 and 2004, our portion of thé net income from joint ventures
with Chevron was approximately $8 million, $8 million and $13 million, respectively.

We-also purchase and sell, or have purchased or sold, natural gas, natural gzis liquids, crude oil, emissions
and power and, in some instances, earn management fees from certain entities in which we have equity ‘
investments. During the years ended December 31, 2006, 2005 and 2004, we recognized net sales to afﬁliates !
related to these transactions of zero, $0.2 billion and $0.3 billion, respectively. In accordance with the net
presentation provisions of EITF Issue 02-03, all of these transactions, whether physically or financially settled, ‘
have been presented net on the consolidated statements of operations. In addition, during the years ended ' |
December 31, 2006, 2005 and 2004, our other businesses recognized aggregate sales to these affiliates of zero
million, $4 million and $12 million, respectively, and aggregate purchases of zero, $135 million and $170 ‘
million, respectively, which are reflected gross on the consolidated statements of operations. Revenues were
related to the supply of fuel for use at generation facilities, primarily West Coast Power, and the supply of natural |
gas sold by retail affiliates. Expenses primarily represent the purchase of natural gas liquids that were
subsequently sold in our marketing operations.

Short-Term Executive Stock Purchase Loan Program. In July 2001, we established the Dynegy Inc. Short- |
Term Executive Stock Purchase Loan Program pursuant to which eligible employees were loaned funds to
acquire Class A common stock through market purchases. We terminated this program as it related to new loans
effective June 30, 2002. The notes bear interest at the greater of 5% or the applicable federal rate as of the loan
date, are full recourse to the participants and matured on December 19, 2004, :

Under this program, at December 31, 2006, approximately $8 million, which mcluded accrued and unpaJd
interest, was owed to us. We are actively pursuing, through litigation and otherwise, repaymcm of the past due
amounts owed to us under these loans. The loans are accounted for as subscrlptlons receivable within
stockholders’ equity on the consolidated balance sheets and at December 31, 2006 and 2005 are fully reserved.

December 2001 Equity Purchases. In December 2001, ten former members of our senior management
purchased Class A common stock from us in a private placement pursuant to Section 4(2), of the Securities Act of
1933. These former officers received loans from us totaling approximately $25 million to purchase the common
stock at a price of $19.75 per share, the same price as the net proceeds per share received by us from a concurrent
public offering. The loans bear interest at 3.25% per annum and are full recourse to the borrowers. Such loans are
accounted for as subscriptions receivable within stockholders’ equity on the consolidated balance sheets.

At December 31, 2006, one of our former executive officers, who resigned his position following our .
October 2002 restructuring, had a balance of approximately $511,000 remaining under the December 2001
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equity purchase with an extended maturity date of September 30, 2007 for the loan. The extended lban bears
interest at the same interest rate as the initial loan. The loan is accounted for as subscriptions receivable within
stockholders’ equity on the consolidated balance sheets and at December 31, 2006 and 2005 is fully reserved. No
other December 2001 equity purchase loans are outstanding as of December 31, 2006.

Note 14—Income Taxes

Income Tax Benefit. We arc subject to U.S. federal, foreign and state income taxes on our operations.
Components of loss from continuing operations before income taxes were as follows:

Year Ended December 31,
2006 2005 2004

(in millions)

Loss from continuing operations before income taxes:

D03 £ 7] € A $(531) - .$(1,209) ' $(328)
Foreign'........ ... ... i T "5 10 (24)
, | ' ' $(526) $(1,199) $(352)

Components of income tax benefit related to loss from continuing operations were as follows:

Year Ended December 31,
2006 2005 2004
(in millions)

‘Csl'm'em tax benefit (expense):

DOomestic .. ..o e $ 2 $ 4 %8

FOreign ... ...oiiiii 2 - =
Deferred tax benefit (expense):

DOMEStic ............ooovo... e 159 405 181

Foreign ...... ... ..., 9 - (14) (1
Income tax benefit .. .................. e . $168  $395  $172

Income tax benefit related to loss from continuing operations for the years ended December 31, 2006, 2005
and 2004, were equivalent to effective rates of 32%, 33% and 49%, respectively. Differences between taxes
computed at the U.S. federal statutory rate and our reported income tax benefit were as follows:

. Year Ended December 31,
e o ' : 2006 - 2005 2004 -

: v : + (in millions) ’
Expected tax benefit at U.S. statutory rate (35%) .. .......... 5184 $420 $123
Statetaxes ............... 32 - 18 10
Foreigntaxes ......... e e e e PO (6) 2 9
Valuation allowance . .......... .0 ¢oiiivirininnneeennns (C))] (33) 27 4
IRS and state audits and settlements ...................... 38 @ - 5
Basis differentials and-other ... .......... ... .. ... ...... C— (9 16
Income Eax benefit ........ e e PP $168  $395  $172°
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Deferred Tax Liabilities and Assets. Significant components of deferred tax assets and liabilities were as

follows:

Deferred tax assets:
Current:
Reserves (legal, environmental and olher) ........... SR
NOL carryforwards ................. Bt

Subtolal .......................................
Less: valuationallowance ...............cc.vvvvtn.

Total current deferred tax assets ................

Non-current:
NOL carryforwards ... .. e e
AMT credit carryforwards ............ ... il
Capital loss carryforward ... .. .. ... oo i L,
Foreigntaxcredits .......... ... i an
Other .. e e
Reserves (legal, environmental and other) ................
Miscellaneous book/tax recognition differences ..., ..... ...

Subtotal ...... 0 e
Less: valuation allowance .............ccoivinennn

Total non-current deferred tax assets . ...........

Deferred tax liabilities:
Current:
Miscellaneous book/tax recognition differences ............

Total current deferred tax liabilities .............

Non-current:
Depreciation and other property differences ...............
Powercontract . ... .. . . i i i e e
L0 11 T~ P

December 31,

2006

2005

(in millions)

689
0

619

11
11

974
200

1,174
$ 541

NOL carryforwards after considering the effect of carryback to prior years and $1,730 million of AMT NOL
carryforwards. The federal and AMT NOL carryforwards will expire beginning in 2024 through 2026. Certain
provisions of the Internal Revenue Code placed an annual limitation on our ability to utilize certain tax
carryforwards existing as of the date of a 2005 business acquisition. However, due to the impact of certain 2006
transactions, the limitation is no longer applicable. If cenain substantial changes in the Company’s ownership

should occur, there could be an annual limitation on the amount of the carryforwards which can be utilized. Upon

the adoption of FIN No. 48, a significant amount of the NOL carryforwards will be recharacterized as other

NOL Carryforwards. At December 31, 2006, we had approximately $948 million of regular federal tax
|
|
|
|
|

deferred tax assets or other deferred tax liabilities; however, there will be no impact to our conselidated financial
statements. There was no valuation allowance established at December 31, 2006 for our federal NOL
carryforwards, as management believes our NOL carryforward is more likely than not to be fully realized in the
future based, among other things, on management’s estimates of future taxable net mcome, future reversals of
existing taxable temporary differences and tax planning.
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At December 31, 2006, state NOL carryforwards were as follows: - . \ \

Amount
(in millions) Expiration Dates *

-

States where we file umtary staté income tax returns:

CTHEROIS « e oo $ 291 0 U 2015&2018
California ... ............ ’ ..... SRR 39 12023 & 2026
NewMexico................... e 9 2008 & 2011

States where we file separate state income tax retums: o B .
Lovisiana ................... A P . .- 215 2020 -2026 *
New YorK . oo i e i et e 687 2021 - 2026
Kentucky T S e P ST2200 . 2021 -2026
Texas' . .. .. SR e e - 268 2007 -2011

“wlowa ... A e e 48 2022 - 2026
Georgia ... ... ... .. ... T : 51 - .2022-2026
Pennsylvania ...!'................... e . 53 2022 - 2026

" Other -......... P e PP e . 7 2007 - 2026

During 2004, we established a valuation allowance for certain state NOL carryforwards which management
believes are not likely to be fully realized in'the future based on our ablhty to generate gams in the respecuve
state. See “Change in Valuation Allowance below.

At December 31,-2006 and 20035, foreign NOL carryforwards totaled $11 million and $13 mllllon
respectively. During 2005, we established a valuation' allowance for'certain of the foreign NOL carryforwards
which management believed were not likely to be fully realizéd in the future based on our ability to generate
gains in the respective jurisdiction. However, because various adjustments are anticipated as a result of the
Canadian authorities’ audit of prior year income tax returns, management determined in 2006 that it is more
likely than not'that the NOL carryforwards will be utilized, and the valuation allowance was released. See
*“Change in Valuation Allowance” below.

AMT Credit Carryforwards. At December 3 1, 2006, we had approximately $251 million of AMT credit
carryforwards. The AMT credit carryforwards do not expire. There was no valuation allowance established at
December 31, 2006 for our AMT credit carryforwards, as management believes the AMT credit carryforward is
more likely than not to be fully realized in the future based, among other things, on management’s estimates of
future taxable net income and future reversals of existing taxable temporary differences.

Capital Loss Carryforwards. Al December 31, 2006, we had approximately $49 million _of capital lnss

_carryforwards. The capital loss carryforwards expire during 2007 and 2008. At December 31, 2006, we had a

valuation allowance for a portion of our capital loss carryforwards, which management believes are not likely to
be fully realized in the future based on our ability to generate capital gains. : N

Foreign Tax Credits. At December 31, 2006 and 2005, we had approximately $23 million of foreign tax
credits. The foreign tax credits expire in 2010 through 2014, At December 31, 2006, a full valuation allowance
for our foreign tax credits was recorded as we have disposed of or discontinued the majority of our foreign
operations and management believes the foreign tax credits are not likely to be fully reallzed in the future based

. on our ability to generate foreign source income. Unless we generate foreign source mcome prior to their

expiration, which we do not anticipate, we will write-off the $23 million of foreign tax credits and the related $23
million valuation allowance in the year of their expiration.
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Residual U.S. Income Tax on Foreign Earnings. We have provided U.S. deferred taxes with respect to one
foreign subsidiary that is in the process of liquidating with previously untaxed earnings and profits. Otherwise,
we do not have material undistributed non-previously taxed earnings from our foreign operations, and have
sufficient intercompany loans from or other tax attributes related to our affiliates which will allow us the ability
to repatriate available funds without incurring residual U.S. income tax. Therefore, except as noted, we have not
provided any U.S. deferred taxes or foreign withholding taxes on the actual or deemed remittance of any such
earnings.

Texas Margin Tax. In May 2006, Texas enacted a new law that substantially changes the state’s tax system.
The law replaces the taxable-capital and earned-surplus components of its franchise tax with a new franchise tax
that is based on modified gross revenue. This new franchise tax is referred to as the “Margin Tax” and will
significantly affect the financial reporting of a wide range of enterprises that have operations in Texas. As a
result of the new law, which becomes effective January 1, 2007, we established a deferred tax liability of $2
million related to our Texas operations and removed a deferred tax asset of $1 million related to existing Texas
net operating losses since we do not forecast a 2006 Texas income tax liability. We also established a deferred
tax asset of $5 million and increased the valuation allowance by an equal and offsetting $5 million. The effect of
the change in Texas law produced a total expense, which is included in our income tax benefit, of $1 million for
the year ended December 31, 2006.

Change in Valuation Allowance. Realization of our deferred tax assets is dependent upon, among other
things, our ability to generate taxable income of the appropriate character in the future. At December 31, 2006,
valuation allowances related to capital loss carryforwards, foreign tax credit carryforwards and state NOL
carryforwards have been established. During 2006, we increased our valuation allowance associated with various
state NOL carryforwards and released a valuation allowance on a foreign NOL carryforward. In 2005, as a result
of the sale of DMSLP, as further discussed in Note 4—Dispositions, Contract Terminations and Discontinued
Operations—Discontinued Operations—Natural Gas Liquids beginning on page F-23, we reduced the valuation
allowance related to our capital loss carryforward. This benefit is reflected in income from discontinued
operations on our consolidated statements of operations. We also increased our valuation allowance associated
with a state NOL carryforward and established a valuation allowance on a foreign NOL carryforward.

The changes in the valuation allowance by attribute for the years ended December 31, 2006, 2005 and 2004
were as follows: :

Capital Loss  Foreign Tax State NOL Foreign NOL
Carryforwards Credits Carryforwards Carryforwards  Total

(in millions)

Balance as of December 31,2003 ........ s(el) $ 9 $— o $(170)
Changes in valuation allowance—

continuing operations ....... PP 40 (14) H ' — 25
Changes in valuation allowance— ' '

discontinued operations .............. 9 — — 9
Balance as of December 31,2004 ........ (112) (23) (n — (136)
Acquisition of Sithe Energies ............ 17 _ (15 —_ (32)
Changes in valuation allowance— -

continuing operations ................ (14) — (N (13) (28)
Changes in valuation allowance—

discontinued operations .............. 126 — — — 126
Balance as of December 31,2005 ........ an (23) (17 a3 - (70)
Changes in valuation allowance—Sithe : o :

subordinated debt exchange ........... —_ — 5 — 5
Changes in valuation allowance—

continuing operations .. .............. _— —_— an 13 )
Balance as of December 31,2006 ........ (1N $(23) $(29) — $ (69



IRS, Canada, and Various State Seftlements. Our federal income tax returns are routinely audited by the
IRS, and provisions are routinely made in the financial statements in anticipation of the results of these audits.
The IRS completed its audit of our 2001-2002.tax returns during late 2005 and in January 2006, we received the
Revenue Agent’s Report for our 2001-2002 tax years. During 2006, we met with the IRS and tentatively settled
those tax years. Also, during 2006, the Canadian Revenue Agency commenced an audit of Dynegy’s 2003-2004
tax years. As a result of the IRS settlement, the Canadian audit, and various state settlements, we recorded an
expense, which is i'ncluded in our income tax benefit, of $40 million for the year ended December 31, 2006.

Acquisition of Sithe Energies. On January 31, 2005, we acquired 100% of the 6utstanding common shares
of ExRes, the parent company of Sithe Energies and Independence. Please read Note' 3—Business Combinations
and Acquisitions—Sithe Energies beginning on page F-18 for further discussion. As a part of-this transaction, we
recorded a nel deferred tax liability of $193 million. . '

Sithe Subordinated Debt Exchange. In July 2006, we acquired approximately $419 million principal
amount of the subordinated debt of Sithe Independence, together with all claims for accrued and unpaid
interest, in exchange for approximately $297 million principal amount of DHI's 8.375% Senior Unsecured
Notes. The acquisition produced a tax gain of approximately $129 million and increased the amount of state net
operating loss carryforwards that can be utilized to reduce state tax liability. The increased projected utilization
reduced the amount of the state net operating loss valuation allowance by approximately $5 million. The release
of the valuation allowance was applied against noncurrent intangibie assets on a prospective basis and therefore
did not impact current year earnings. Please read Note 12—Debt—Sithe Energies Debt beginning on page F-39
for further discussion. -

Note 15—Redeemable Preferred Securities

Redeemable preferred securities at December 31, 2005 consisted of Series C Convertible Preferred stock
and totaled $400 million. In May 2006, we redeemed all of the outstanding shares of our Series C Convertible
Preferred stock, which were held by Chevron. Please read Note 13—Related Party Transactions—Series C
Convertible Preferred Stock on page F-40 for further discussion of the redemption.
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Note 16—Earnings (Loss) Per Share

The reconciliation of basic earnings (loss) per ‘share from continuing operations to diluted earrungs (loss) -
per sharc from continuing operations is shown in the following table:

Year Ended December 31,

2006 2005 2004
{in millions, except
per share amounts)
Loss from continuing operations ... ...........iveeveennnnneen.ns $(358) $(304) $(180)
Convertible preferred stock dividends ................ e (9 22y (22)
Loss from continuing operations for basic loss pershare ............. (367 (826) (202)
Effect of dilutive securities: v :
Interest on convertible subordinated debentures . ............... 3 7 7
Dividends on Series C convertible preferred stock ............ ., 9 22 22
Loss from continuing operations for diluted loss per share .......... . $(355) $(97) $(73)
Basic weighted-average shares ............ ... i, 459 387 378
Effect of dilutive securities: . . o
Stock OptIoNS ... it e i e 2 2 2
Convertible subordinated debentures e 20 55 55
Series C convertible preferred stock ................... ... L . 28 69 69
Diluted weighted-averageshares ............. ... ... ... ... 509 513 504
Loss per share from continuing operations
BasiC . . . e i . $(0.80) $(2.13) $(0.53)

Diluted(1) ........... ..ol e sl $(0.80) $(2.13) 3$(0.53)

(1) When an entity has a net loss from continuing operations adjusted for preferred dividends, SFAS No. 128,
“Earnings per Share”, prohibits the inclusion 'of potential common shares in the computation of diluted
per-share amounts. Accordingly, we have utilized the basic shares outstanding amount to calculate both
basic and diluted loss per share for the years ended December 31, 2006 and 2005.

Note 17—Commitments and Contingencies

Set forth below is a summary of certain ongoing legal proceedings. In accordance with SFAS No. 5, we
record reserves for contingencies when information available indicates that a loss is probable and the amount of
the loss is reasonably estimable. In addition, we disclose matters for which management believes a material loss
is alt least reasonably possible. In all instances, management has assessed the matters below based on current
information and made a judgment concerning their potential outcome, giving due consideration to the nature of
the claim, the amount and nature of damages sought and the probability of success. Management’s judgment may
prove materially inaccurate and such judgment is made subject to the known uncertainty of litigation.

In addition to the matters discussed below, we are party to numerous legal proceedings arising in the
ordinary course of business or related to discontinued business operations. In management’s opinion, the
disposition of these matters will not materially adversely affect our financial condition, results of operations or
cash flows.

Gas Index Pricing Litigation. We and our former joint venture affiliate West Coast Power are named
defendants in numerous lawsuits in state and federal court claiming damages resulting from alleged price

F-47




DYNEGY INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS—(Continued)

manipulation and false reporting of natural gas prices. The cases are pending in California, Nevada and Alabama.
In each of these suits, the plaintiffs allege that we and other energy companies engaged in an Hlegal scheme to.
inflate natural gas prices by providing false information to natural gas index publications. All of the complaints
rely heavily on prior FERC and CFTC investigations into and reports concerning index-reporting manipulation in
the energy industry. Except as specifically mentioned below, the cases are actively engaged in discovery.

During the last year, several cases pending in Nevada federal court were dismissed on defendants™ motions.»
Certain plaintiffs have appealed to the Court of Appeals for the Ninth Circuit, which coordinated the cases before
the same appellate panel: A decision from the Court of Appeals is expected sometime in 2007, In February 2007,
a Tennessee state court case was alse dismissed on defendants’ motion. .

Pursuant to various motions, the cases pending in California state court have been coordinated before a
single judge in San Diego (“Coordinated Gas Index Cases”). In August 2006, we entered into an agreement to
settle the class action claims in the Coordinated Gas Index Cases for $30 million. The settlement does not include
stmilar claims filed by individual plaintiffs in the Coordinated Gas Index Cases, which we continue to defend
vigorously. In December 2006, the court granted final approval of the settlement and dismissed the class action
claims. Also in August 2006, we entered into'an agreement to settle the class action claims by California natural
gas re-sellers and co-generators (to the extent they purchased natural gas to generate electricity for re-sale)
pending in Nevada federal court for $2.4 million. A motion to approve this settlement is expected to be filed by -
plaintiffs in due course. Both setilements are without admission of wrongdomg. and Dynegy and West Coast
Power contmuc 10 deny class plaintiffs’ allegations.

v - .
i ' )

We are analyzing the remaining natural gas index cases and are vigorously defending against them. We
cannot prédict with' certainty whether we will incur any liability in connection with these lawsuits. However,
given the nature of the claims, an adverse result in any of these proceedings could have a material adverse effect
on our ﬁnancna] condition, results of operations and cash flows.: " - '

California Market Litigation. We and various other power generators and marketers are defendants in
numerous lawsuits alleging rate and market manipulation in California’s wholesale clectricity market during the
California energy crisis several years ago. The complaints generally allege unfair, unlawful and deceptive trade
practices in violation of the California Unfair Business Practices Act and seek injunctive relief, restitution and
unspecified actual and treble damages. A significant majority of these cases were dismissed on grounds of
federal preemption. A motion to dismiss one remaining action on similar grounds is pendmg in fedéral court.
Certain actions, however, in which plaintiffs have not exhausted the appellale process, remain pending in a
California appellate court.’

We believe that we have meritorious defenses to these claims and are vigorously defending against them.
We cannot predict with certainty whether we will incur any liability in connection with these lawsuits. However,
given the nature of theé claims, an adverse result in any of these proceedings could have a material adverse effecl
on our financial condition, results of operations and cash flows.

. Danskammer State Pollutant Discharge Elimination System Permit. In January 2005, the NYSDEC issued
a Draft SPDES Permit renewal for the Danskammer plant, and an adjudicatory hearing was scheduled for the fall
of 2005. Three environmental groups sought to impose a permit requirement that the Danskammer plant install a
closed cycle cooling system in order to reduce the volume of water withdrawn from the Hudson River, thus
reducing aquatic organism mortality. The petitioners claim that only a closed cycle coolmg system meets the
Clean Water Act’s requirement that the coolmg water intake structures refleet best technology available (BTA)
for minimizing adverse environmental impacts.
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A formal evidentiary hearing was held in November and December 2005. The Deputy Commissioner’s
decision directing that the NYSDEC staff issue the revised Draft SPDES Permit was issued in May 2006. In June
2006, the NYSDEC issued the revised SPDES Permit with conditions generally favorabile to us. While the
revised SPDES Permit does not require installation of a closed cycle cooling system, it does require aquatic
organism mortality reductions resulting from NYSDEC's determination of BT A'requirements under its
regulations. In July 2006, two of the petitioners filed suit in the Supreme Court of the State of New York seeking
to vacate the Deputy Commissioner’s decision and the revised Danskammer SPDES Permit. We believe that the
decision of the Deputy Commissioner is well reasoned and will be affirmed. However, in the event the decision
is not affirmed and we ultimately are required to install a closed cycle cooling system, this could have a material
adverse effect on our financial condition, results of operations and cash flows.

Roseton State Pollutant Discharge Elimination System Permit, In April 2003, the NYSDEC issued to DNE
a draft SPDES Permit renewal (the “Draft SPDES Permit”) for the Roseton plant. The Draft SPDES Permit
requires the facility to actively manage its water intake to substantially reduce mortality of aquatic organisms.

In July 2003, a public hearing was held to receive comments on the Draft SPDES Permit. Three
environmental organizations filed petitions for party status in the permit renewal proceeding. The petitioners are
seeking to impose a permit requirement that the Roseton plant install a closed cycle cooling system in order to
reduce the volume of water withdrawn from the Hudson River, thus reducing aquatic organism mortality. The
petitioners claim that only a closed cycle cooling system meets the Clean Water Act’s requirement that the
cooling water intake structures reflect the best technology available for minimizing adverse environmental
impacts. In September 2006, the administrative law judge issued a ruling admitting the petitioners to full party
status and setting forth the issues to be adjudicated in the permit renewal hearing. Various holdings in the ruling
have been appealed to the Commissionér of NYSDEC by DNE, NYSDEC staff, and the petitioners. We expect
that the adjudicatory hearing on the Draft SPDES Permit will occur in 2007. We believe that the petitioners’
claims are without merit, and we plan to oppose those claims vigorously. Given the high cost of installing a
- closed cycle cooling system, an adverse result in this proceeding could have a material adverse effect on our

financial condition, results of operations and cash flows. .

Enron Trade Credit Litigation. On October 5, 2006, we entered into a Settlement Agreement and Mutual

General Release (the “Settlement Agreement™) with Enron Corp. and certain of its subsidiaries and affiliates
(collectively the “Enron Parties™). The Settlement Agreement provides for the settlement of all claims by either
Dynegy or the Enron Parties against the others arising from or relating to the Master Netting Setoff and Security
Agreement (the “MNSSA™) dated November 8, 2001, The MNSSA allowed certain amounts owed from Dynegy
to the Enron Parties to be set off against other amounts owed from the Enron Parties to Dynegy as a result of the
termination of commercial transactions between the parties.

On October 26, 2006, the settlement received final approval from the Bankruptcy Court. Under the
Settlement Agreement, Dynegy and the Enron Parties agreed to the following in exchange for the final resolution
and mutual release of all claims asserted by any of the parties in the adversary and arbitration proceedings and an
action in Canada relating to an Enron Corp. Canadian subsidiary:

* A settlement payment of $44 million by us, payable on the second business day after final Bankruptcy
Court approval,

»  We retain the right to pursue claims filed agéinst Enron Capital and Trade Resources Limited
(“ECTRL") in ECTRL’s administration proceedings in the United Kingdom for amounts owed by
ECTRL under or in connection with certain underlying commodities contracts.
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In accordance with the payment terms, Dynegy funded the settlement on October 30, 2006. The Settlement
Agreement further provides for.a mutual release of any other claims that exist or could exist between the Dynegy
Parties and the Enron Parties through the date payment is made. Neither the Dynegy Parties nor the Enron Parties
admit any liability in connection with the Settlement Agreement. We recorded approximately $20 million and
$28 million in pre-tax charges related to the setttement and associated legal expenses in the years ended ,
December 31, 2006 and 2003, respectively, These charges are recorded as generdl and administrative expenses
on our consolidated statements of operations. . . ’

Other Commllments and Contmgencnes '

In conducting our operanons we have rounnely entered into long-term commodlty purchase and sale
commitments, as well as agreements that commit future cash flow to the lease or acquisition of assets used in our
businesses. These commitments- have been typically associated with commodity supply arrangements, capital
projects, reservation charges associated with firm transmission, transportation, storage and leases for office
space, equipment, plant sites, power generation assets and LPG vessel charters. The following describes the more
significant commitments outstanding at December 31, 2006.

Purchase Obligations. We have routinely entered into contracts for the purchase and sale of electricity,
some of which contain fixed capacity payments. Such obligations are generally payable on a ratable basis, the
terms of which extend through September 2017. In return for such fixed capacity payments, we receive the right
to generate electricity, which we then may re-market. These types of arrangements are referred to as tolling
arrangements. Fixed payments associated with these arrangements totaled approximately $416 million at
December 31, 2006. This amount includes the capacity payments on our remaining tolls.

‘We have other firm capacity payments retated to transportation of natural gas. Such arrangements are
routinely used in the physical movement and storage of energy. The total of such obligations was $272 million as
of December 31 2006, . e ' ‘

We also have a co-sourcing agreement with Accenture LLP for employee and infrastructure outsourcing
through October 2015, We are obligated for minimum payments of approximately $114 mitlion over the term of
the agreement. This agreement may be cancelled at any time upon the payment of a termination fee not to exceed
$2 million. This termination fee is in addition to amounts due for services provided through the termination date.

Advance Agreement. In 1997, we received cash from a natural gas purchaser as an advance payment under
our-agreement to make future natural gas deliveries over a ten-year period. As a condition of the agreement, we -
entered into a natural gas swap with a third party under which we became a-fixed-price payer on identical
volumes to those to be delivered under the agreement at prices based on current market rates. The cash receipt is.
included as deferred revenue in other short-term liabilities on the consolidated balance sheets and is ratably
reduced as natural gas is delivered to the purchaser under the terms of the agreement. The balance at -
December-31, 2006 was approximately $13 million. The agreement contains specified non-performance penalties
that impact both parties and, as a condition precedent, we purchased a surety bond in support of cur obligations
under the agreement. . . E . -

Other Minimum Commitments. In January 2006, we entered into an obligation under a capital lease related
10 a coal loading facility which wil! be used in the transportation of coal to our Vermilion power generating
facility. The Vermilion facility is included in the GEN-MW segment. Pursuant to our agreement with the lessor,
we are obligated for minimum payments, in the aggregate amount of $17 million over the ten year term of the
lease. Minimum commitments at December 31, 2006 were $2 million for each of the years ending 2007, 2008,
2009, 2010, 2011, and beyond $7 million, - . - . -
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In the first quarter 2001, we acquired the DNE power generation facilities. These facilities consist of a
combination of baseload, intermediate and peaking facilities aggregating approximately 1,700 MW, The facilities
are approximately 50 miles north of New York City and were acquired for approximately $903 million cash, plus
inventory and certain working capital adjustments. In May 2001, two of our subsidiaries completed a sale-
leaseback transaction to provide term financing for the DNE facilities. Under the terms of the sale-leaseback
transaction, our subsidiaries sold plants and equipment and agreed to lease them back for terms expiring within
34 years, exclusive of renewal options. We have no option to purchase the leased facilities at the end of their
respective lease terms, If one or more of the leases were to be terminated because of an event of loss, because it
had become illegal for the applicable lessee to comply with the lease or because a change in law had made the
facility economically or technologically obsolete, DHI would be required to make a termination payment. As of
December 31, 2006, the termination payment would be approximately $1 billion for all of the DNE facilities.

Minimum commitments in connection with office space, equipment, plant sites and other leased assets,
including the DNE sale-leaseback transaction discussed above, at December 31, 2006, were as follows: 2007-
$139 million; 2008-$164 million; 2009-$164 million; 2010-$117 million; 2011- $133 million and beyond-$759
million.

Rental payments made under the terms of these arrangements totaled $80 million in 2006; $88 million in
2005 and $82 million in 2004.

We are party to two charter party agreements relating to VLGCs previously utilized in our global liquids -
business. The aggregate minimum base commitments of the charter party agreements are approximately $14
million each year for the years 2007 and 2008, and approximately $51 million through lease expiration. The .
charter party rates payable under the two charter party agreements float in accordance with market based rates for
similar shipping services. The $14 million and $51 million numbers set forth above are based on the minimum
obligations set forth in the two charter party agreements. The primary term of one charter is through August 2013
while the primary term of the second charter is through August 2014. On January 1, 2003, in connection with the.
sale of our global liquids business, we sub-chartered both VLGCs to a wholly owned subsidiary of
Transammonia Inc. The terms of the sub-charters are identical to the terms of the original charter agreements. To
date, the subsidiary of Transammonia has complied with the terms of the sub-charter agreements.

' i

Guarantees and Indemnifications

In the ordinary course of business, we routinely enter into contractual agreements that contain various
representations, warranties, indemnifications and guarantees. Examples of such agreements include, but are not
limited to, service agreements, equipment purchase agreements, engineering and technical service agreements,
and procurement and construction contracts. Some agreements contain indemnities that cover the other party’s
negligence or limit the other party’s liability with respect to third party claims, in which event we will effectively
be indemnifying the other party. Virtually all such agreements contain representations or warranties that are
covered by indemnifications against the losses incurred by the other parties in the event such representations and
warranties are false. While there is always the possibility of a loss related to such representations, warranties, '
indemnifications and guarantees in our contractual agreements, and such loss could be significant, in most cases
management considers the probability of loss to be remote.

Kendall Guarantee. On September 14, 2006, the LS Entities and Kendall Power entered into the Kendall
Agreement pursuant to which Kendall Power agreed to acquire all of the outstanding interests in LSP Kendall
Holdings, LLC for $200 million in cash, as adjusted for certain changes in working capital. The closing of the
Kendall Agreement will occur only if closing does not occur with respect to the transactions contemplated by the
Merger Agreement. We have agreed to guarantee certain of Kendall Power’s obligations under the Kendall
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Agreement. The consummation of the Kendall Agreement is subject to the termination of the Merger Agreement
and satisfaction of certain other conditions. Please read Note 3—Business Combinations and Acqulsmons—LS
Power on page F-17 for further discussion.

WCP Indemnities. In connection with the sale of our 50% interest in West Coast Power to NRG on
March 31, 2006, we, NRG and NRG West Coast Power LL.C entered into an agreement to allocate responsibility
for managing certain litigation and provide for certain indemnities with respect to such litigati'on. Subject to
conditions and limitations specified in that agreement, the parties agreed that we would manage the Gas Index
Pricing Litigation described above for which NRG could suffer a loss subsequent to the closing and that we
would indemnify NRG for all costs or losses resulting from such litigation, as well as from other proceedings
based on similar acts 6t omissions which formed the basis of such litigation. Further, the parties agreed that we
would manage the California Market Litigation described above for which NRG could suffer a loss subsequent to
the closing, and that we and NRG would each be responsible for 50% of any costs or losses resulting from that
power litigation, as well as from other proceedings based on similar acts or omissions which'formed the basis of
such litigation. The agreement also provides that NRG will manage other active litigation and indemnify us for
any résulting losses, subject to certain conditions. Please also read Note 4—Dispositions, Contract Terminations
and Discontinued Operauons—Dlsposmons and Contract Terminations—West Coast Power on page F-21 for
further dlscussmn

Targa Indemnities. During 2005, as part of our sale of DMSLP, we agreed to indemnify Targa against
losses it may incur under indemnifications DMSLP provided to purchasers of Hackberry and certain other assets,
properties and businesses disposed of by DMSLP prior to our sale of DMSLP. We have incurred no significant
expense under these prior indemnities and deem their value to be insignificant. We have recorded an accrual in
association with the cleanup of groundwater contamination at the Breckenridge Gas Processing Plant. The
indemnification provided by DMSLP to the purchaser of the plant has a limit of $5 million. We have also
indemnified Targa for certain tax matters arising from periods prior to our sale of DMSLP. We have recorded a
reserve associated with this mdemmﬁcanon

Hlinois Power Indemnities. As a condition of our 2004 sale of Illinois Power and our interest in Joppa, we
provided indemnifications to third parties regarding environmental, tax, employee and other representations.
These indemnifications are limited to a maximum recourse of $400 million. Additionally, we have indemnified
third parties against losses resulting from possible adverse regulatory actions taken by the ICC that could prevent
Nlinois Power from recovering costs incurred in connection with purchased natural gas and investments 1n
specified items. Although there is no limitation on our liability under this indemnity, our indemnity is ‘limited to
50% of any such losses. On July 27,2005, we made a payment, of $8 million to Ameren in settlement of
Ameren’s indemnification claims with respect to an ICC Order disallowing items relating to one of Illinois
Power’s natural gas storage fields resulting in a negative revenue requirement impact to Ameren. In anticipation
of similar cases, we recognized a pre-tax charge of $12 million in 2005, which is included in general and
administrative expense on our consolidated statements of operations. As anticipated, we paid Ameren for an
additional amount disallowed in a similar ICC Order in the third quarter of 2006. We have adjusted the amount
reserved for the various ongoing cases in light of these and other developments in the cases, Further
disallowances and other events which fall within the scope of the indemnity may still occur; however, we are not
required to accrue a liability in'connection with these indemnifications, as management cannot reasonably
estimate a range of outcomes or at this time considers the probability of an adverse outcome as only reasonably
possible. We mtend to contest any proposed dlsallowances

Northern Natural and Other Indemnities, During 2003, as part of*our sale of Northem Natural, the Rough
and Hornsea natural gas storage facilities and certain natural gas liquids assets, we provided indemnities to third
parties regarding environmental, tax, employee and other representations. Maximum recourse under these
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indemnities is limited to $209 million, $857 million and $28 million for the Northern Natural, Rough and
Hornsea natural gas storage facilities and natural gas liquids assets, respectively, We also entered into similar
indemnifications regarding environmental, tax, employee and other representations. when completing other asset
sales such as, but not limited to, Hackberry LNG Project, SouthStar Energy Services, various Canadian assets,
Michigan Power, Oyster Creek, Hartwell, Commonwealth, Sherman, Indian Basin and PESA. We have recorded
reserves for existing environmental, tax and employee habllmes and have incurred no other expense relating to
these indemnities. . ‘ ‘

Through one of our subsidiaries, we hold a 50% ownership interest in Black Mountain (Nevada'
Cogeneration) (“Black Mountain™), in which our partner is a Chevron subsidiary, Black Mountain owns the
Black Mountain power generation facility and has a power purchase agreement with a third party that extends
through April 2023. In connection with the power purchase agreement, pursuant to which Black Mountain
receives payments which decrease in amount over time, we agreed to guarantee 50% of certain payments that
may be due to the power purchaser under a mechanism designed to protect it from early termination of the
agreement. At December 31, 2006, if an event of default due to early termination had occurred under the terms of
the mortgage on the facility entered into in connection with the power purchase agreement, we could have been
required to pay the power purchaser approximately $60 million under the guarantee. While there is a question of
interpretation regarding the existence of an obligation to make payments calculated under this mechanism upon
the scheduled termination of the agreement management does not expect that any such paymcnts would be
required. -

Note 18—Regulatory Issues

We are subject to regulation by various federal, state and local agencies, including extensive rules and
regulations governing transportation, transmission and sale of energy commodities as well as the discharge of
materials into the environment or otherwise relating to environmental protection. Compliance with these .
regulations requires general and administrative, capital and operating expenditures including those related to
monitoring, pollution control equipment, emission fees and permitting at various operating facilities and
remediation obligations.

Energy Policy Act of 2005. The EPACT was signed into law on August 8, 2005, Title XII of EPACT
(Electricity) created new legislation which deals with various matters impacting the power industry, including
reliability of the bulk power system; transmission congestion and transmission structure siting and
modernization; the repeal of PUHCA,; and prohibition of energy market manipulation, with enhanced FERC
authority to prohibit market manipulation, including enhanced penalty authority. The FERC has implemented and
is considering a number of related regulations to implement EPACT that may impact, among other things,
requirements for reliability, QFs, such as CoGen Lyondell and Black Mountain, transmission information
availability, transmission congestion, security constrained dispatch, energy market transparency, energy market
manipulation and behavioral rules.

Hinois Resource Procurement Auction. In January 2006, the ICC approved a reverse power procurement
auction as the process by which utilities will procure power beginning in 2007, The auction occurred in September
2006, and we subsequently entered into two SFCs with subsidiaries of Ameren Corporation to'provide capacity;-
energy and related services. There continue to be challenges to the auction process. The ICC initiated an
investigation into the hourly auction segment, and we have intervened in that proceeding. -

Further, there is a possibility of political, legislative, judicial and/or regulatory actions over the next several
months that could substantially alter the parties’ rights and obligations under or relating to the SFCs. Numerous
parties have appealed various aspects of the ICC Orders approving the auctions to the state intermediate appellate
courts. The lllinois Attorney General has also filed for direct review by the state Supreme Court and a stay of the
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ICC Orders pending that review, which was denied. The appellate court cases have been consolidated and are in
the briefing stage; we anlicipate a ruling this year, with the possibility of further review by the Illinois Supreme
Court. There is also the possibility that the Illinois General Assembly will consider legislation regarding retail
rates and the use of an auction by electric utilities for procuring power and energy.

Scparately, the ICC has opened a docket to consider changes to the auction and auction process prior to the
next auction being held. We have intervened in that docket.

Clean Air Mercury Rule. In March 2005 the Admmlslrator of the EPA signed a final Clean Air Mercury
Rule (“CAMR") that will  require mercury emission reductions to be achicved from existing coal-fired electric
generating units. This rule requires all states to adopt either the EPA rule, or a statc rule meeting the minimum
requirements as outlined in CAMR. ‘

The Ilinois EPA has proposed a state-specific rule (the 1llinois Mercury Rule) that would require larger
percemage reductions in mercury emissions on a significantly shorter timeframe than the CAMR would require. |
We, along with most other owners of [llinois coal-fired electric generating umts opposed the lilinois Mercury
Rule in proceedings before the Mlinois Pollution Control Board ("IPCB”). The first hearing was held in June
2006 and the second heanng began on August 14, 2006. DMG filed a Joint Statement with the lllincis EPA on
August 21, 2006 supporting a Mului-Pollutant Alternative to the Illinois Mercury Rule that significantly extends
the schedule for compliance with the proposed new mercury standard while adding new requirements for the
control of sulfur dioxide and nitrogen oxide emissions. On November 2, 2006, the IPCB adopted the Illinois
Mercury Rule mcludmg the Multi-Pollutant Alternative and transmitted it to the Joint Committee on
Administrative Rules (“JCAR™), which approved the rule along with the Multi-Pollutant Alternative on
December 12, 2006.

In May 2006, the Governor of New York announced plans to regulate mercury emissions from coal-fired
power plants by reducing emissions by approximately 50% by 2010 and 90% by 2015. NYSDEC isstied a
proposed rule in July 2006 which was adopted on January 27, 2007. The rule establishes reduced mercury
emission limits for the Danskammer generating units beginning in January 2010 and beginning in January 2015,
the rule imposes further restrictions in emissions.for all affected generating units. The rule will not allow trading
of mercury emission allowances.

Various state legislative and regulatory bodies may be considering other legislation or rules that could impact
current regulations or impose new regulations applicable to us and our subsidiaries. We cannot predict the outcome
of these legislative and other regulatory developments, or the effects that they might have on our business. - :

Carbon Emissions. The international treaty relating to global warming, commonly known as the Kyoto
Protocol, requires member nations to reduce emissions of greenhouse gases, primarily carbon dioxide and methane.
The United States has declined to ratify the Kyoto Protocol, and instead favors voluntary greenhouse gas emission
reductions, increased efficiency in the production and consumption of energy, and continued research and
technology development. Qur Northeast assets may be subject to a state-driven greenhouse gas program known as
the Regional Greenhouse Gas Tnitiative (RGGI). RGGI is a program under dew.lopmem by seven New England and
Mid-Atlantic states to reduce carbon dioxide emissions from power plants. The State of New York has introduced, .
asa pre-proposal” a rule that would require affected generators to purchase 100 percent of the carbon credits
needed to operate their facilities through an auction process. The final program requirernents of RGGI and
subsequent impact to our operations are not known at this time, but the Northeast states cusrently intend to finalize
carbon dioxide emissions requuements for electric generating fac1lmes durmg 2007.

FERC Market-Based Rate Authority. The FERC’s market- bascd rate aulhorny allows the sale of power at
negotiated rates through the bilateral market or within an organized energy market, conditioned on periodic
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re-review. In April 2004, the FERC issued an order concerning the ability of companies to sell electricity at
market-based rates. In this order, the FERC adopted two new tests for assessing generation market power. If an
applicant for market-based rate authority is found to possess generation matket power under these tests and is
unsuccessful in challenging that finding, the applicant-may either propose mitigation measures or adopt cost-
based rates for sales within the relevant markets. If the FERC finds that the proposed mitigation measures fail to
eliminate the ability to exercise market power, the applicant’s market-based rate authority will be revoked and
the applicant will be subject to cost-based default rates, or other cost-based rates proposed by the applicant and
approved by the FERC. QOur entities with applications pending since February 2002, as well as the entities we
acquired in January 2005 in connection with the Sithe Energies acquisition, timely resubmitted their applications
to the FERC. On June 16, 2005, the FERC issued an order accepting the updated market power analyses
submitted by Sithe Energies and Dynegy. Our next triennial market power analysis is due June 16, 2008.
Accordingly, these entities have continuously had market-based rate authority.

We are also subject to the FERC’s market behavior rules, which emerged from its consideration of market
manipulation in the Western markets. The rules, which were promulgated in 2003 for the purpose of prohibiting
manipulation in the wholesale electricity and natural gas markets subject to the FERC's jurisdiction are
incorporated in the tariffs of the various Dynegy entities with market based rates for wholesale power and apply
to sales in organized and bilateral markets and spot markets, as well as long-term sales (as well as to the
wholesale sale of natural gas under a blanket marketing certificate). The remedies for violating the rules could
include disgorgement of unjust profits, refunds or suspension or revocation of the authority to sell at market-
based rates and penalties. Pursuant to the EPACT, the FERC recently finalized new regulations prohibiting
energy market manipulation, which regulations are patterned after the language of the SEC’s Rule 10b-5.
Subsequently, the FERC rescinded two of the six market behavior rules (as they are covered in FERC’s new
regulations prohibiting market manipulation or other FERC standards) and codified the remaining four rules in
its regulations. The extent to which these regulations will affect the costs or other aspects of our operations is
uncertain. However, we belicve that our entities sub_lect to the regulations are currently in compliance.

Note 19—Capital Stock , '

At December 31, 2006, we had authorized capital stock consisting of 900,000,000 shares of Class A

common stock and 360,000,000 shares of Class B common stock.

Preferred Stock. Our preferred stock may be issued from time to time in one or more series, the shares of
cach series 10 have such designations and powers, preferences, rights, qualifications, limitations and restrictions
thereof as specified by our Board of Directors.

Common Stock. At December 31, 2006, there were 500,028,353 shares of Class A and B common stock
issued in the aggregate and 1,787,004 shares were held in treasury. During 2006 and 2005, no quarterly cash
dividends were paid.

Pursuant to the terms of the Illinova acquisition, we established two classes of common shares, Class A and
Cless B. All of our Class B common stock is owned by Chevron. Generally, holders of Class A and Class B
common stock are entitled to one vote per share on all matters to be voted upon by the shareholders. Holders of
Class A common stock may cumulate votes in connection with the election of directors. The election of directors
and all other matters will be by a majority of shares represented and entitled to vote, except as otherw1se
provided by law. Holders of Class B common stock vote together with holders of Class A common stock as a
single class on every matter acted upon by the shareholders except for the following matters:

» the holders of Class B common stock vote as a separate class for the election of up to three of our
directors, while the holders of Class A common stock vote as a separate class for the remaining
directors;
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* any amendment to the special corporate governance rights associated with the Class B common stock
must be approved by a majority of the directors elected by holders of Class B common stock and a
majority of all of our directors or by 66%3% of the outstanding shares' of Class B common stock voting
as a separate class, and the affirmative vote of a majonty of the shares of Class A and Class B common
stock, votmg together asa smgle class; and

* any amendmenl to the provision of the Amended and Restated Articles of Incorporation addressing the
voting rights, of holders'of Class A and Class B common stock requires the approval of 66%3% of the .
outstanding shares of Class B common stock voting as a separate class, and the affirmative vote of a
majority of the shares of Class A and Class B common stock, voting together as a single class.

Subject to the preferences of preferred stock, holders of Class A and Class B commeon stock have equal and
ratable rights‘to dividends, when and if dividends are declared by the Bdard of Directors. Holders of Class A and
Class B common stock are entitled to share ratably, as a single class, in all of our assets available for distribution
to holders of shares of common stock upon the liquidation, dissolution or winding up of our affalrs aftcr
payment of our |labllltles and any amounts to holders of preferred stock, if any.

A share of Class B common stock automatically converts into a share of Class A'common stock if it is
transferred to any person other than an affiliate of Chevron. Additionalty, each share of Class B common stock
automatically converts into a share of Class A common stock if the holders of all Class B common stock cease to
own collectively at least 15% of our oulstandmg common stock. Conversely, any shares of Class A common
stock acquired by Chevron or its affiliates will automatically convert into shares of Class B common stock, so
long as Chevron and its affiliates continue to own 15% or more of t'he outstanding voting power of Dynegy.

Holders of Class A and Class B common stock generally are not entitled to preemptive rights, subscription
rights, or redemption rights, except that Chevron is entitied to preemptive rights under the amended and restated
shareholder agreement. The rights and preferences of holders of Class' A common stock are subject to the rights
of any series of preferred siock we may issue.

. . C. t '

Commc;n stock activity for the three years ended December 31, 2006 was as follows:

\élass A bommon Class B Common
o . ' . Stock Stock
’ Shares  Amount  Shares Amount
v o {in'millions) *
December 3L,2003 ..o e . 280 $2,848 . 97 51,006
Opuons exercised ......,....... e e .03 s — —
401(k) plan and profit sharmg ....... e 2 6 — —
December 31,2004 . ............... e 28§ $2,859 97 $1,006
Options exercised ............. ..o U 4 — L —
401(K) plan and profit sharing .7 ... ..... e 1 © 5 '
Shareholder llllgatxon settlemerit ......... L 18 81 — -
 December 31,2005 . ..ot L.l 305 $2949 97 .$1,006
Options exercised .. ...t i 3 5 — -—
401(k) plan and profit sharing .......... PR FUUS RO R — —
Equityissuance ..o 40 185 — — .
Equity conversion .. ..ottt 54 225 — —
December 31,2006....................... S ... 403 $3367 97 ° $1,006
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Treasury Stock. During 2006 and 2005, Class A common shares purchased into treasury totaled 72,978 and
34,843, respectively. All of the purchases were related to forfeitures of restricted stock. There were no purchases
or issuances of treasury stock in 2004.

Stock Options. We have nine stock option plans, all of which provide for the issuance of authorized shares of
our Class A common stock. Restricted stock awards and option grants are issued under the plans. See restricted
stock discussion on p. F-60. Each option granted is exercisable at a strike price, which ranges from $1.47 per share
to $56.98 per share for options currently outstanding. A brief description of each plan is provided below:

* NGC Plan. Created early in our history and revised prior to our becoming a publicly traded company in
1996, this plan provided for the issuance of 13,651,802 authorized shares, had a 10-year term, and
expired in May 2006. All option grants are vested.

* Employee Equity Plan. This plan expired in May 2002 and is the only plan under which we granted
options below the fair market value of Class A common stock on the date of grant. This plan provided
for the issuance of 20,358,802 authorized shares, and grants under this plan vest on the fifth anniversary
from the date of the grant. All option grants are vested.

* lllinova Plan. Adopted by Illinova prior to the merger with us, this plan expired upon the merger date in
February 2000 and provxdcd for the issuance of 3,000,000 authorized shares. All option grants are
vested.

* Extant Plan. Adopted by Extant prior to its acquisition by us, this plan expired in September 2000 and
provided for the issuance of 202,577 authorized sharcs Grants from this plan vest at 25% per year. All
option grants are vested. '

* UK Plan. This plan provided for the issuance of 276,000 authorized shares and has been terminated. All
option grants are vested. k

* Dynegy 1999 Long-Term Incentive Plan (“LTIP”). This annual compensation plan provides for the
issuance of 6,900,000 authorized shares, has a 10-year term and expires in 2009 All option grants are
vested.

*  Dynegy 2000 LTIP. This annual compensation plan, created for all employees upon Illinova's merger
with us, provides for the issuance of 10,000,000 authorized shares, has a 10-year term and expires in
February 2010, Grants from this plan vest in equal annual installments over a three-year period.

*  Dynegy 2001 Non-Executive LTIP. This plan is a broad-based plan and provides for the issuance of
10,000,000 authorized shares, has a ten-year term and expires in September 2011. Grants from this plan
vest in equal annual installments over a three-year period.

*  Dynegy 2002 LTIP. This annual compensation plan provides for the issuance of 10,000,000 authorized
shares, has a 10-year term and expires in May 2012. Grants from this plan vest in equa] annual
installments over a three-year period.

All options granted under our option plans cease vesting for employees who are terminated for cause. For
voluntary and involuntary termination, disability, retirement or death, continued vesting and/or an extended
period in which to exercise vested options may apply, dependent upon the terms of the grant agreement applying
to a specific grant that was awarded. It has been our practice to issue shares of common stock upon exercise of
stock options generally from previously unissued shares. Options awarded to our executive officers and others
who participate in our Executive Severance Pay Plan vest immediately upon the occurrence of a change in
control in accordance with the terms of the Second Supplemental Amendment to the Executive Severance Pay
Plan. .

The Merger Agreement with LS Power will constitute a change in control as defined in our severance pay
plans, as well as the various grant agreements. Please read Note 3—Business Combinations and Acquisitions—
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LS Power beginning on page F-17 for further discussion of the transaction. As a result, all options previousty
granted to employees will fully vest immediately upon the closing of the LS Power transaction and related
change in control. This occurrence will result in the accelerated vesting of the unvested tranche of previous
option grants issued in 2006 and 2005, Wthh will not have a material effect on our financial condition, results of
operations or cash flows.

During 2006, we entered into an exchange transaction with our Chairman and CEOQ. Under the terms of the
transaction, the purpose of which was to address uncertainties created by proposed regulations issued in late 2005
pursuant to Section 409A of the Internal Revenue Code, we cancelled all of the 2,378,605 stock optiois then held
by our Chairman and CEQ. As consideration for canceling these stock options, we granted our Chairman and "
CEQ 967,707 stock options at an exercise price of $4.88, which equated the closing price of our Class A
common stock on the date of grant, and agreed to make a cash payment to him of approximately $5.6 million on
January 15, 2007 based on the in-the-money value of the vested stock options that were cancelled. This cash
payment was made as agreed. The newly-granted stock options have a term of 10 years, vest in three equal
annual installments beginning on the first anniversary of the grant date and are subject to earlier vesting upon a
constructive termination, a termination without cause or a termination resulting from a change in control. We
recorded a liability to reflect the agreed upon cash payment. We were not required to record any incremental
compensation expense in connection with the transaction.

Compensation expense related to options granted and restricted stock awarded totaled $8 million, $9 million
and $6 million for the years ended December 31, 2006, 2005 and 2004, respectively. We recognize compensation
expense ratably over the vesting period of the respective awards. Tax benefits for compensation expense related
to options granted and restricted stock awarded totaled $3 million, $3 million and $2 million for the years ended
December 31, 2006, 2005, and 2004, respectively. As of December 31, 2006, $7 million of total unrecognized
compensation expense related to options granted and restricted stock awarded is cxpected to be recognized over a
weighted-average period of 2.0 years. The total fair value of shares vested was $4 million, $6 million and $1
million for the years ended December 31, 2006, 2005 and 2004, respectively. We did not capitalize or use cash to
settle any share-based compensation in the year ended December 31, 2006. :

Cash received from option exercises for the year ended December 31, 2006 was $5 miltion, and the tax
benefit realized for the additional tax deduction from share-based payment.awards totaled $3 million. The total
intrinsic value of options exercised and released for the years ended December 31, 2006, 2005 and 2004 was $5
rmlhon $1 million and $5 I'nl"lOl'l respecuvcly '

In 2006, we granted stock-based compensation awards that cliff vest after three years based on our
cumulative operating cash flows for 2006-2008. Compensation expense recorded in the year'ended December 31,
2006 related to these “performance units” was less than $1 million and was accrued in Other long-term liabilitics
in our consolidated balance sheets. The Merger Agreement with the LS Entities will constitute a change in
control as related to these performance units.
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Stock opnon activity for the years ended December 31, 2006, 2005 and 2004 was as follows:

Cutstanding at beginning of period
Granted
Exercised
Cancelled, forfeited or expiréd

Qutstanding at end of period

Vested and unvested expected to vest at
December 31, 2006
Exercisable at end of period

Qutstanding at end of period
"Vested and unvested expected to vest
Exercisable at end of period

Year Ended December 31,
2006 ] 2005 2004
Weighted Weighted Weighted
Average Average Average
Exercise Exercise Exercise
Options Price Options Price Options Price
{options in thousands) .
9,314 $12.66 10,233 $1591 16,543 $17.99
3268 3% 4.88 2,056 § 4.30 1,503 $ 4.47
(1,560) $ 3.46 (633) § 3.44 (2,129) $ 237
(3.661) $ 9.68 (2,342) $22.15 (5,684) $24.54
7,361 $12.63 9314 $12.66 10,233 $15.91
6,898 $13.16
3,774  $20.07 7,059 '$15.94 7,722 $20.73
Year Ended December 31, 2006
Weighted
Average Aggregate
Remaining Intrinsic
Contractual Value
Life (in years) (in millions)
................... 6.46 $12.37
................... 6.28 $11.25
................... 4.01 $ 3.65

During the three-year period ended December 31, 2006, we did not grant any options at an exercise price

less than the market price on the date of grant.

Options outstanding as of December 31, 2006 are summarized below:

Options Exercisable

Options Outstanding
Number of . Weighted Number of
Options Average Weighted Options Weighted
Qutstanding at  Remaining  Average Exercisableat Average
- " December 31, Contractual Exercise December 31, Exercise
Range of Exercise Prices 2006 Life (Years) Price 2006 Price
{options in thousands)
$147-83430 . ... .. 1,010 6.6 , $ 327 ) 656 $ 271
$4.31-8448 ... ... e 360 6.8 $ 448 246 $ 448
$488-$488 ... ... ... 3,119 9.2 $ 4.88 — —
$7.02-51662 .. ... . 1,133 2.2 $13.72 1,133 $13.712
$2094-823.38 ... ... 195 3.0 $23.36 195 $23.36
B2385-82385 ... ... i 803 4.6 $23.85 803 $23.85
$28.47-850.63 ... ... . e 717 39 $45.02 717 $45.02
$52.52-852.50 . ... 5 3.7 $52.50 5 $52.50
$54.99-354.99 .. ... ... ... e 1 43 $54.99 1 $54.99
$56.98-$56.98 ...... ... ... ... ... 18 24 $56.98 18 $56.98
7,361 3,714
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For stock options, we determine the fair value of each stock option at the grant date using a Black-Scholes
model, with the following weighted-average assumptions used for grants.

.

"Twelve Monihs Ended '
f . December 31,
2006 2005 2004
Dividends .................. e e e — —_ —_
Expected volatility ¢historical) ................ .. oot 488% - B4.1% 87.5%
Risk-freeinterest rate . ....0viviiiirr e iin et ia e rneaann 5.1% 4.2% 41%

Expectedoptionlife ........ ... ... ... . il 6 Years 10 Years 10 Years

The expected volatility was calculated based on a ten-year historical volatility of our stock price in 2005 and
2004; beginning in first quarter 2006, we used a three-year historical volatility. The risk-free interest rate was
calculated based upon observed interest rates appropriate for the term of our employeé stock options. Currently,
we calculate the expected option life using the simplified methodology suggested by SAB 107, “Share-Based
Payment”. For restricted stock awards, we consider the fair value to be the closing price of the stock on the grant
date. We recognize the fair value of our share-based payments over the vesting pcrlods of the awards, which is
typically a three-year service period. . .

The weighted average grant-date fair value of options granted during the years ended December 31, 2006,
2005 and 2004 was 32.61, $3.66 and $3.88, respectively.

Restricted Stock. Restricted stock activity for the three years ended December 31, 2006 was as follows:

Year Ended December 31,

2006

Weighted

Average

Grant Date

2006 Fair Value 2005 2004
‘ (shares in thousands)

Outstanding at beginning of period . ... ... [P 1,239 | $4.40 902 32
Granted . ........ ... i e e 1,311 (1) $4.88 632(2) 945(3)
Vested ...t e PP C (251 %440 (1300 —
Cancelledorexpired ..........cooiiiiiiriiniereeirnannnnann, {185) $4.75 (165) Y
Outstandmg at end of penod ......................... e .. 2,114 $4.67 1,239 902

(1) In March 2006, we awarded 1,311,149 shares of restricted stock The closing stock price was $4.88 on the
date of the award.

(2) InJanoary 2005, we awarded 631, 524 shares of restricted stock. The closing stock price was $4.30 on the
date of the award.

(3) During the first and second quarters 2004, wé awarded an aggregate 945,055 shares of restricted stock, The
closing stock price of our Class A common stock was $4.48 and $3.85, respectively, on the dates of awards.
All restncted stock awards to employees vest immediately upon the occurrence of a changc in control in

accordance with the terms of the applicable Severance Pay Plan. The Merger Agreement with the LS Entities will

constitute a change in control as defined in our restricted stock agreements. Please read Note 3—Business

Combinations and Acquisitions—LS Power beginning on page F-17 for further discussion. ,
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Note 20—Employee Compensation, Savings and Pension Plans

Short-Term Incentive Plan. We maintain a discretionary incentive compensation plan to iJrovide employees
with rewards for the achievement of corporate goals and individual, professional accomplishments. Specific
awards are at the discretion of the Compensation and Human Resources Committee of the Board of Directors.

In addition, in 2003, we adopted the Mid-Term Incentive Plan. This special compensation program is
limited to select employees who were eligible to receive cash compensation of up to 200% of their annual base
salary, payable in two installments over a two-year period, based on the performance of our Class A common
stock during the last 30 trading days in 2004 and over the entire year in 2005. The first performance period ended
December 31, 2004. The first installment in the aggregate amount of approximately $0.6 million was approved
by the Compensation and Human Resources Committee of the Board of Directors and was paid during the first
quarter 2005. The second and final installment in the aggregate amount of approximately $0.4 million was
approved and paid during the first quarter 2006. We account for this cash plan using variable plan accounting and
recognized an aggregate amount of approximately $1 million and zero in compensation expense during 2006 and
2005, respectively, associated with the plan. The plan was terminated in February 2006. .

401(k) Savings Plan. During the 12-menths ended December 31, 2006, our employees participated in four
401(k) savings plans, all of which meet the requirements of Section 401(k) of the Internal Revenue Code and are
defined contribution plans subject to the provisions of ERISA. The following summarizes the plans:

¢ Dynegy Inc. 401(k) Savings Plan—this plan and the related trust fund are established and maintained
for the exclusive benefit of participating employees in the United States. All employees of designated
Dynegy subsidiaries are eligible to participate in the plan. Employee pre-tax contributions to the plan
are matched 100%, up to a maximum of 5% of base pay, subject to IRS limitations. Vesting in our
contributions is based on years of service at 25% per full year of service. We may also make annual
discretionary contributions to employee accounts, subject to our performance. Matching and
discretionary contributions, if any, are allocated in the form of units in the Dynegy common stock fund.
During the years ended December 31, 2006, 2005 and 2004, we issued approximately 0.3 million, 0.9
million and 0.9 million shares, respectively, of our common stock in the form of matching contributions
to fund the plan. No discretionary contributions were made for any of the years in the three-year period
ended December 31, 2006; ' '

*  Dynegy Midwest Generation, Inc. 401(K) Savings Plan (formerly the Illinois Power Company Incentive
Savings Plan) and Dynegy Midwest Generation, Inc. 401(K) Savings Plan for Employees Covered
Under a Collective Bargaining Agreement (formerly the Illinois Power Company Incentive Savings
Plan for Employees Covered Under A Collective Bargaining Agreement)—we match 50% of employee
contributions to the plans, up to a maximum of 6% of compensation, subject to IRS limitations.
Employees are immediately 100% vested in our contributions. Matching contributions to the plans are
allocated in the form of units in the Dynegy common stock fund. During the years ended December 31,
2006, 2005 and 2004, we issued 0.2 million, 0.2 million and 0.6 million shares, respectively, of our
common stock in the form of matching contributions to the plans; and .

*  Dynegy Northeast Generation, Inc. Savings Incentive Plan—under this plan, which is for union and
non-union employees, we match 24% of employee contributions up to 6% of base salary for union
employees and 50% of employee contributions up to 8% of base salary for non-union employees, in
each case subject to IRS limitations. Employees are immediately 100% vested in our contributions.
Matching contributions to this plan are made in cash and invested according to the employee investment
discretion. ' ' - :
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» During the years ended December 31, 2006, 2005.and 2004, we recognized aggrega{e costs related to lhese
employee compensation plans of $3 million, $5 million and $7 million, respectivel o
ploy pe P pe y-

L] . . " 2
N '
- 1

Pension and Other Post-Retirement Benefits )

We have various defined benefit pension plans and post-retirement benefit plans. All domestic employees
participate in thé pension plans, but only some of our domestic employees participate in the other post-retirement
medical and life insurance benefit plans. Our pension plans are in the form of a cash balance plan and more
traditional career average or final average pays formula plans.

Obligations and Funded Status. The following tables contain information about the obligations and funded
status of these plans on a combined basis: '

Pension Benefits | Other Benefits
2006 2005 2006 2005
! (in millions)

Projected benefit obligation, beginning of the year ........... $181 $153 $55 §$ 46
Business acquisition ........... ... ..ol — 3 — —
SeIVICE COSt . ..ottt e it i 9 11 32

.Interestcost .................. .. e .o g . 3 2
Planamendments ..., ........ ... ... . il —_ 4 — —

- Actuarial (gain) loss ............. i (6) 6 1 5
Benefitspaid ............. .o (12) 5) (1 —

~ Projected benefit obligation, end of the year [......... PR $182  $i81 $61 $ 55

Fair value of plan assets, Bcginning of the yéa: ............ ..  $1i8 $ 88 $— $—
Business acquisition ........ R e —. 2 —_ .
Actual return on plan assets ....... e e o5 2 — —_
Employer contributions .. .. ...........coiiiiiin.... 14 3 1 —
Benefitspaid .....,.0.cceivin i e (12) (5) (1) —

Fair value of plan assets,endof theyear ................... $135 . %118  $— $—

Funded status .......... S e B8] $(63) S(61)  $(59)

Unrecognized prior Service costs ............. e - 8 —

Unrecognized actuarial (gain) loss ..................vvvnn. ' 54 24

Net amount recognized .. ... ... .oevrereniianrerinanon... $ M $31

As a result of the acquisition of Sithe, which closed on January 31, 2005, we acquired a small pension plan
with approximately $2.7 million in obligations and $2.4 million in assets. As of February 1, 2005, this pension
plan was frozen and the employees in this pension plan began to accrue a benefit in our cash balance pension
plan. This resulted in an increase of $0.5 million in 2005 net periodic pension cost. For further information,
please read Note 3—Business Combinations and Acquisitions—Sithe Energies beginning on page F-18.
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The accumulated benefit obligation for all defined benefit pension plans was $157 million and $153 million

at December 31, 2006 and 2005, respectively. On December 31, 2006 and 2005, our annual measurement date,
the accumulated benefit obligation related to certain of our pension plans exceeded the fair value of the pension
plan assets. The following summarizes information for pension plans with an accumulated benefit obligation in
excess of plan assets:

December 31,
2006 . 2005
o o . " (in millions)
Projected benefit obligation ... .......o0vvriine e e $182  $181
Accumulated benefit obligation . .......... ... .. . o . 157 153
Fairvalueof planassets ........ ... i et iianes 135 118

Amounts recognized in the consolidated balance sheets as of December 31, 2005 consist of:

Pension Other
Benefits Benefits

(in millions)
Accrued benefit liability .. ... .. .ot e $36) $(3D
Intangible asset .. ... ... i i i U 8 —
Accumulated other comprehensive income . ... ... ... o i iii i iee e, 27 —
Net amOount TeCOZMZEA . . ..o i et ettt e e et et aa et eeeii e $ () $(3DH

As further discussed in Note 2—Summary of Significant Accounting Policies—Accounting Principles

Adopted—SFAS No. 158 beginning on page F-16, on September 29, 2006, the FASB issued SFAS No. 158. SFAS
No. 158 requires employers to recognize the overfunded or underfunded status of a defined benefit or other
postretirement plan (other than a multiemployer plan) as an asset or liability in its statement of financial position, and
to recognize changes in that funded status in the year in which the changes occur through comprehensive income.

Under SFAS No. 158, adjustments to the minimum pension liability were eliminated. In the year of

adoption, we were required to adjust the minimum pension liability for a final time in accordance with SFAS
No. 87. Our adjustment for the year ended December 31, 2006 was $15 million (pre-tax), with an offset to
accumulated other comprehensive income. The following table summarizes the change to accumulated other
comprehensive income associated with the minimum pension liability: ' ’

2006 2005 2004

T (in nﬁons)
Change in minimum liability included in other comprehensive income (net of
tax benefit (expense) of $(5) million, $3 million and $(26) million,

- respectively) ........ e e e e e e e 10 $(5 %44
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Subsequent to the final minimum pension liability adjustmeént, we were fequired 10 recognize asa- ~ >
component of accumulated other comprehensive income the gains or losses and prior service costs that existed at
December 31, 2006, but that had not been recognized as components of net pertod benefit cost pursuant to SFAS
No. 87 and SFAS- No 106. As a result, the pre-tax amounts recognized in accumulated other comprehensive

income,as of December 31 2006 consist of N C . |
. . - . ' 1 . C e . . ‘
' ' . : . . R " Pension --Other "'
o - : i’ - : . .. o Benefits,, - Benefits
- ‘ ) . v - r(in millions) | - -ppy
Priorservice cost ... .. o s G 48T 018 e '
Actuanal loss.......... e e e e 37 23
Y -, . . My =y =
Netamountrecogmzed e e ,‘_|_$_4‘4;,,,'Jﬁ.;,_r,p\‘
! ' T L e : S | Ny
" The followmg table'summarizes the incremental effect of this adjustment on accumulated other ¥
comprehenswe income, as welllasjother line 1tems 1mpacted on the balance sheet i .
. I ‘ ) Before After
oL e S Application of Application of
' B ¢ S SFAS No. 158 Adjustment SFAS No. 158
ST ., Tane T o (in millions)
‘Inténgibleas'set.':f...'..:'........Q'.".'.— ............. $ 7 S .. $— .
Accrued beneﬁt lability,........ R, Ul (59 (49) - (.1,08)
Defermred taX 888l . ..o ovvutt ool 4T 21t g
. Accumulated other comprehensive income, pre-tax ..... - - .12 SR R -
Accumulated other comprehensive income, tax impact ;... .. (4, .., . ¢ (7Y PRI 5],(25)

Amounts recognized in the consolidated balance sheets as of December 31; 2006 consist of: - 1y

L 2 oo Pension Other
LT LT T Benefits  Beneflts

T e e e e (in millions)
Current labilities . 7.~ . . .. S R e $— $ M)
_‘Noncurrenft liabilities . . . ... L cot YR SR P IR @y ~(60)
, Net amount recognized ... .. e Sl P t‘ , M) fg_@_l)

The éstimated net actuarial loss and prior service cost that w1ll be imortized from accumulated othet
comprehenswe income into net periodic benefit cost dunng the'y year énded December 31, 2007{ for the deﬁned
beneﬁt pensmn plans are $2 mtlllon and $l mllhon respectwely The estlmated net actuanal loss’ and pnor et
during the year ended December 31, 2007 for other postrefirement benefit plans are $1 mtlhon and zerol g
respectively. The" amornzatton of prior servicé cost is determined usmg a strmght line amortization of the cost ** ;

over the average rémaining service period of employees expected to receive benefits under the Plan. =~ * 7'
e L tud o, T a9 e T i .}.E'- I
3
L e ‘_' ,
£ T tr
v ' PN PR PR T e (RIS e
A A e R A
- ot i N vEy ;
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‘Medicare Prescription Drug, Improvement and Modernization Act of 2003. On December 8,'2003,
President Bush signed into law a bill that expand$ Medicare, primarily adding a prescription drug benefit for.~
Medicare-eligible retirees starting in 2006. In anticipation of this new benefit, the December 31, 2004
Accumulated Postrétirement Benefit Obligation was reduced by approximately $1 million, with the expectation
that we would coordinate its benefits with the Medicare prescription drug plan. However, in 2006 and 2005, no
prov1snons were set forth to handle this coordination; as a result, the December 31, 2006 Accumulated =~ *
Postretirément Benefit Obligation does not reflect significant savings due to the Medicare prescription-drug pian

cosa Lo b oL, I R A D T o e TR

Note 21—Segment [nformatwn T PR ‘ L . Cen v

We report the results of our power generanon busmess as thiree separate geogmphxcal segmeits in our v
corisolidated financial statements: (1) the Midwest segment (GEN-MW) (2) hié Northéast segment (GEN:=NE); and -
(3) the South segment (GEN SO) ‘We-also'continue to’ 'separately report the results of- our CRM business because of 0
the. dwersnty among its operations. Resuilts associated with our formier REG segmént'are included in Otherand * -7~
Eliminations as this business no longer ualifies as'a réportablé ségment. Resuits assoclated with our former NGL-anid-
DGC segments are included in discontinued operations in Other and Eliminations diié g the sale of these businesses; 7!
Our consolidated financial results also reflect corporate -level expenses such as general and adrmmstranve and interest.

I R I S P R ST o oL . (

. i"Effective July 1, 2004, our power: generatlon seégments began transacting directly with lhll‘d pames on theirs
own behalf.. Therefore, certain generation capacity, forward sales, and related market positions ‘previously sold by
our power generation segments to CRM are now sold by our power generation segments directly to third parties.:
Our power generation segments now record revenues for such third party sales as unafﬁllated revenucs.

. | » LRI . K T . ’

Revenues from third party sales in which a power generation segment entity is the legal party to the third
party. sales comracts are presented gross in the respective power generation segments’ unaffiliated revenues for
the years ‘ended December 31, 2006, 2005 and 2004,

LI . .o . R ‘
Dunng 2006, ‘one customer in our GEN MW segment and one customer in our GEN-NE segment ac'counled

.......

our GEN-NE segment accounted for approximately 13% ‘of our consohdated revenues.

Pursuant to EITF Issue 02-03all gains dnd losses on third party ‘energy trading contracts in the CRM
business, whether realized or unrealized, are presented net in the consolidated statements of operations. For the
purpose of the segment data presented below, interseginent transactions between CRM and our other segments
are'presented net in CRM intersegment revenues but are presented gross in the interségment revenues of our
other segmerits; as the activities of our other segments are not subject to the net presentation. requirements .
contained in EITF Issue 02-03. If transactions between CRM and our other segments result in a net intersegment
purchase by CRM; the net intersegment-purchases and sales are presented as negative revenues in CRM - -
intersegment revenues. In addition, intersegment hedging activities are presented net pursuant to SFAS No. 133,
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Subsequent to the final minimum pension liability adjustment, we were required to recognize as a
component of accumulated other comprehensive income the gains or losses and prior service costs that existed at
December 31, 2006, but that had not been recognized as components of net period benefit cost pursuant to SFAS
No. 87 and SFAS No. 106. As a result, the pre-tax amounts recognized in accumulated other comprehensive
income as of December 31, 2006 consist of:

Pension Other '
Benefits  Benefits

(in millions) .
PrHIOr SV COBt . o it 8T - =
Actuarial Loss . . . ... o 3 23
Netamountreéognized.................,.._........l .................. . 44 323 -

The following table summarizes the incremental effect of this adjustment on accumulated other
comprehensive income, as well as other line items impacted on the balance sheet:

¥

Before After
Application of Application of
SFAS No. 158 Adjustment SFAS No. 158

. - (in millions}

Intangible asset . .................. e $ 7 $ (M $— .
Accrued benefit liability ... ................. A (59) (49) (108)
Deferred tax 8888t ... ooovvveeeeiiieeeeiineanns ' 4 21 s
Accumulated other comprehensive income, pre-tax .. ... , 12 56 - .. 68
Accumulated other comprehensive income, tax impact . . 4. . @y (25

Amounts recognized in the consolidated balance sheets as of December 31, 2006 consist of: -

Pension Other
Benefits Benefits

o o (in millions)

Current liabilities . . . .. e $— $ (D
Noncurrent liabilities . ........ J @4n 7 (60
Ne;amoumrecognized..........................................'..‘... $4N $(61)

The estimated net actuarial loss and prior service cost that will be amortized from accumulated other '
comprehensive income into net periodic benefit cost during the'year ended December 31, 2007 for the defined "
bcneﬁt pension plans are $2 million and $1 million, respectively. The estimated net actuarial loss and prior’
service cost that will bé amortized from accumulated other comprehensive income into net penodlc beneﬁl cost’
during the year ended December 31, 2007 for other postretirement benefit plans are $1 million and zero,
respectively. The‘amortization of prior service cost is determined using a straight line amortization of the cost -
over the average rémaining service period of employees expected to receive benefits under the Plan.
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Components of Net Periodic Benefit Cost. The components of net periodic benefit cost were:

Pension Benefits Other Benefits
2006 2005 2004 2006 2005 2004
(in millions)

Service cost benefits earned during period . .................... $9 $11 $20 $ 3 $ 2 % 5
Interest cost on projected benefit obligation . .................,. 10 9 33 3 3 10
Expected returnonplanassets ............. ... .. 0., (1 & (38 — — (5)
Amortization of prior servicecosts .. ... ... .o oo, 1 1 1 — —_ —_
Recognized netactvarial loss ............. ..., 3 2 12 1 1 4
Net periodic benefit cost (income) ........................... $13 815 $28 §$ 7 $ 6 % 14
Additional cost due to curtailment . ............ ... ... ... .... 3 3 146 — — 9
Total net periodic benefitcost . ..........oov vt $16 $18 $174 $ 7 § 6 § 5

Assumptions. The following weighted average assumptions were used to determine benefit obligations:

Pension Benefits Other Benefits
December 31, December 31,
2006 2005 2006 2005
Discountrate (1) . ..o veein i iaiaen s 5.87% 5.52% 590% ' 5.53%
Rate of compensation increase . .................... 4.50% 4.50% 4.50% 4.50%

(D

Dynegy utilized a yield curve approach to determine the discount rate as of December 31, 2006 and 2005.

Projected benefit payments for the plans were matched against the discount rates in the yield curve.

The following weighted average assumptions were used to determine net periodic benefit cost:

Pension Benefits Other Benefits
Year Ended December 31, Year Ended December 31,
2006 2005 2004 2006 2005 2004
Discountrate ......................... 552% 575% 597% 553% 575% 5.98%
Expected return on plan assets ........... 8.25% 8.25% 875% N/A N/A 8.75%
Rate of compensation increase ........... 450% 4.50% 4.50% 4.50% 4.50% 4.50%

Our expected long-term rate of return on plan assets for the year ended December 31, 2007 will be 8.25%.
This figure begins with a blend of asset class-level returns developed under a theoretical global capital asset
pricing model methodology conducted by an outside consuliant. In development of this figure, the historical
rclationships bctween 1 equities and fixed income are preserved consistent with the widely accepted capital market
principle that assets “with higher volatility generate a greater return over the long-term. Current market factors
such as inflation and interest rates are also incorporated in the assumptions. The figure also incorporates an
upward adjustment reflecting the plan’s use of active management and favorable past experience.

The following summarizes our assumed health care cost trend rates:

Health care cost trend rate assumed for next year
Ultimate trend rate
Year that the rate reaches the ultimate trend rate

December 31,
2006 2005
9.69% 9.47%
5.00% 5.00%
2016 2015
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Assumed health care cost trend rates have. a significant effect on the amounts réported for the health care
plans. The impact of a one percent increase/decrease in assumed health care cost trend rates is-as follows:

Increase - Decrease

*

, . . ) (in millions)
Apgregate impact on service cost and interest cost . .. ... .. P e o 810 B
Impact on accumulated post-retirement benefit obligation . . . .. e §12 @ .

Plan Assets. We employ a total retirn investment approach whereby a mix of equities and fixed income
Anvestments are used to maximize the long-term return of plan assets for a prudent level of risk. The intent of this
strategy is to minimize plan expenses by outperforming plan liabilities over the long run. Risk tolerance is
established through careful consideration of plan liabilities, plan funded status, and corporate financial condition.
The investment portfolio contains a diversified blend of equity and fixed income investments. Furthermore,
equity investments are diversified across U.S. and non-U.S. stocks as well as growth, value, and small and large
‘capitalizations. Other assets such as private equity are actively managed to enhance long-term returns while
improving portfolio diversification.

Derivatives may be used to gain market exposure in an efficient and timely manner; however, derivatives
may not be used to leverage the portfolio beyond the market value of the underlying investment. Investment risk
is measured and monitored on an ongoing basis through quarterly investments portfolio reviews, periodic asset/
liability studies, and annual liability measurements. | . ' ,

L : I

Our pension plans weighted-average asset allocations by asset category were as follows:

l ‘ A R ‘ .December:':l,
, 2006 . 2005
Equity SeCUrities . ..... ...t e e 71% 70%
Debt securities . ... ... i e e, - 29% ._30%
Total ... i 100% ' 100%
Equity securities did not include any of our common stock at December 31, 2006 or, 2005. .

Contributions. During the year ended December 31, 2006, we contributed approximately $14 million to our
pension plans and less than $1 million to our other post-retirement benefit plans. In 2007, we expect to contribute
approximately $25 million to our pension plans and less than $1 million to our other postretirement benefit plans.

Our expected benefit payments for future services for our pension and other postretirement benefits are as'
follows: . '

Pension Other
Benefits Benefits

(in millions}

2007 e e - 810 $1
2008 L e e 9 1
2000 . e e e 8 l
2000 L 6 2
70 S N B 2
20122016 . o e e s 59 18
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Medicare Prescription Drug, Improvement and Modernization Act af 2003. On December 8, 2003,
President Bush signed into law a bill that expands Medicare, primarily adding a prescription drug benefit for
Medicare-cligible retirees starting in 2006. In anticipation of this new benefit, the December 31, 2004
Accumulated Postretirement Benefit Obligation was reduced by approximately $1 million, with the expectation
that we would coordinate its benefits with the Medicare prescription drug plan. However, in 2006 and 2005, no
provisions were set forth to handle this coordination; as a result, the December 31, 2006 Accumulated
Postretirement Benefit Obligation does not reflect significant savings due to the Medicare prescription drug plan.

Note Zi—Segment Information , . ) .

We report the results of our power generation business as three separate geographical segments in our
consolidated financial statements: (1) the Midwest segment (GEN-MW); (2) the Northeast segment (GEN-NE); and
(3) the South segment (GEN-S0). We also continue to separately report the resuits of our CRM business because of
the diversity among its operations, Results associated with our former REG segment are included in Other and
Eliminations as this business no longer qualifies as a reportable segment. Results associated with our former NGL and
DGC segments are included in discontinued operations in Other and Eliminations due to the sale of these businesses. '
Our consolidated financial results also reflect corporate-leve] expenses such as general and administrative and interest.

Effective July 1, 2004, our power generation segments began transacting directly with third parties on their
own behalf. Therefore, certain generation capacity, forward sales, and related market positions previously sold by
our power generation segments to CRM are now sold by our power generation segments directly to third parties.
Our power generation segments now record revenues for such third party sales as unaffiliated revenues.

Revenues from third party sales in which a power generation segment entity is the legal party to the third
party sales contracts are presented gross in the respective power generation segments’ unaffiliated revenues for
the years ended December 31, 2006, 2005 and 2004.

During 2006, one customer in our GEN-MW segment and one customer in our GEN-NE segment accounted
for approximately 20% and 26% of our consolidated revenues, respectively. In 2003 and 2004, one customer in
our GEN-NE segment accounted for approximately 13% of our consolidated revenues.

Pursuant to EITF Issue 02-03, all gains and losses on third party energy trading contracts in the CRM
business, whether realized or unrealized, are presented net in the consolidated statements of operations. For the
purpose of the segment data presented below, intersegment transactions between CRM and our other segments
are presented net in CRM intersegment revenues but are presented gross in the intersegment revenues of our
other segments, as the activities of our other segments are not subject to the net presentation requirements
contained in EITF Issue 02-03. If transactions between CRM and our other segments result in a net intersegment
purchase by CRM, the net intersegment purchases and sales are presented as negative revenues in CRM
intersegment revenues. In addition, intersegment hedging activities are presented net pursuant to SFAS No. 133.
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Reportable segment information, including intercompany transactions accounted for at prevailing market
rates, for the years ended December 31, 2006, 2005 and 2004 is presented below:

EETRTEE Segment Data for the Year Ended December 31, 2006
’ (in 'millions)

ry i ) Power Generation ) Other and
GEN-MW GEN-NE GEN-SO CRM Eliminations Total

Unaffiliated revenues:

Domestic ... .3 ... ..eiie.. ... $969 $501 $334 $ 6 S$S—  $1,8%0
© Other ..... S . o e - C— 129 — 18 = 147
i ' ’ 269 630 33 . 84 r— - 2,017
Intersegment revenues ..................... - C—_ 21) — 21 — —
Totalrevenues .................... $ 969 $ 609 §334 § 105 $— $2,017
Depreciation and amortization .. .............. $(68) $ (2490 $ (21) § — $ 37 %30
Impairment and othercharges ................ (110} — (45) _ . - (155)
Operating income (loss) ... .................. $ 208 % 55 % (55 % 7 $(163) - § 52
Earnings (losses) from unconsolidated o e, o
INVESIMENLS .......ovveveeirrninnennen.. — — ¢ ) - — [§))
Otheritems, net ...........cccovvvevinnennn 2 9 1 4 38 - 54
Interest expense and debt conversion costs ... ... S S (631)
Loss from continuing operations before taxes . ... Y C ©(526)
Income tax benefit ......................... . S . 168
Loss from continuing operations .............. C (358)
Income from discontinued operations, net of .
1 T ' ' 24
Cumulative effect of change in accounting
principle, netof taxes . .................. . ! ‘ 1
1 P $ (333)
Identifiable assets: ' . l
Domestic ........... ... ..., ... $4970 81,377 - $ 595 $ 287 $203 $7.432
Other ....... .. —_ 13 5 180 . — 198
Total ... $4970 $1,390 $ 600 $ 467 $203  $7,630
Capital expenditures . . ...................... $(on $ (22) 3 (249 $ — 5 (8 %155
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Segment Data for the Year Ended December 31, 200

(in millions)

Power Generation Other and
GEN-MW GEN-NE GEN-SO CRM Eliminations Total
Unaffiliated revenues: '
Domestic ................cocvveenn.. $.947 3 772 % 440 5§ 72 $ — $ 2,231
Other ... et — 127 — (45) — 82
947 899 440 27 — 2,313
Intersegment revenues . .................. . — 3 (35) 32 — o=
Total revenues . ...........ovvvn.. $ 947 $ 902 $ 405 $ 59 § — $ 2,313
Depreciation and amortization .............. $. (asn $ 2n $ 2 % 1 § (a8 s (220
Impairment and other charges . . ............. (36) — — —_ (10) - (46)
Operating income (loss) .............. e $ 194 § 29 % (21) $(647) $(393) § (838)
Earnings (losses) from unconsolidated
INVESIMENES . ... i i eeiian e e : 7 — 5 —_ —_ 2
Otheritems, net ..............cuuvmnenn... : 2 5 (§))] — 20 26
Interestexpense . .............counen.. . (389)
Loss from continuing operations before taxes .. (1,199)
Income tax benefit........................ 395
Loss from continuing operations ............ (804)
Income from discontinued operations, net of .
17254 < 899
Cumulative effect of change in accounting
principle, netoftaxes ................... (5)
NEetiNCOME ..ovt ittt eiinre e eennnnn $ 90
Identifiable assets: \ , :
Domestic ... vviiiiii i $4926 $1,520 §$ 996 $1,014 $1,524 $ 9,980
Other . ... i i i e s — 38 5 103 — 146
Total . ... $4,926 $1,558 $1,001 §$1.117 $1,524 $10,126
Unconsolidated investments ... ............. $ 60 $ — % 210 § — $ — $ 270
Capital expenditures and investments in
$en s s — $ 52y % (195)

unconsolidated affiliates .. ... T N OB )
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Segment Data for the Year Ended December 31, 2004
(in millions)
Power Generntion Other and
GEN-MW GEN-NE GEN-SO CRM  Eliminations  Total

Unaffiliated revenues:

DYNEGY INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS—(Continued)
Domestic .............. e $ 336 $189 $ 179 § 688  §1,146  $2,538
Other ............ e e —_ — —_ (87) — (8D
. 336 189 179 601 1,146 2451
Intersegment revenues ..................... 539 238 88 (423) .. 442y , —.
Total revenues - . . ..o oo .. $ 875 $427 $ 267 $ 178 % 704 $2451
Depreciation and amortization ............. . $ (156)J $ (105 $ (25 $ IO $ 43 3235
Impairment and other charges ................ - — - - . (78} (78)
Operating income (loss) .................... 5 194 $ 21 $ (52) $(118) $ (145 5 (100)
Earnings (losses) from unconsolidated
investments .............. e 80 — 112 — — 192
Otheritems, net. ... ....uvvrn i inrenen., —_ — 1 (€)] 11 9
Interest expense .. ....... e et 453)
Loss from continuing operations before taxes ... o ' . _ (352)
Incometax benefit .. ....... ... . i - . o L2
Loss from continuing operations *............ , .- (180)
Income from discontinued operations, net of S ,
7, . . - . 165
Netloss .............. e T8 (15
| Identifiable assets: ‘ ' ' -
| Domestic .......o.coiiiiiiiiiienan.. $5,029 $ 423  $1,045 3$1,238 $1,908 39,643
| Other . ... e i — _ 5 190 5 . 200
i Total ... e $5,029 $.423 . 51,050 $1,428 $1,913 $9,843
| Unconsolidated investments ............... . % 62 $-— % 281 "% — $ 78 § 421
Capital expenditures ..................... Lo 8(3)) s AT $-(15) 3 — s (166)  $ (31D
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Note 22—Quarterly Financial Information (Unaudited)

The following is a summary of our unaudited quarterly financial information for the years ended

December 31, 2006 and 2005:

Revenues .......................
Operating income (loss) ............
Net loss before cumulative effect of change
Netincome (loss) .................

in accounting principles ...

Net loss per share before cumulative effect of change in accounting

principles ...l
Netlosspershare .. ...............

Revenues .......................
Operating income (loss) ............

Net income (loss} before cumulative effect of change in accounting

principles ............ ... ......
Netincome (loss) .................

Net income (loss) per share before cumulative effect of change in

accounting principles ............
Net income (loss) per share .........

Note 23—Subsequent Events

Quarter Ended
March June | September December
2006 2006 2006 2006

(in millions, except per share data)
$ 600 $ 439 3§ 581 $ 397

78 19 (18) @7
— (207)- (69) (58)
1 (207) . (69) (58)

$(0.01) $(0.48) $(0.14)  $(0.12)
$0.01) $(0.48) $(0.14)  $(0.12)

Quarter Ended l
March  June  September December
2005 2005 2005 2005

(in millions, except per share data)

$ 462 $459 $770 $ 622
(385)  (&4) 65 (454)

(262) 25 29 303
(262) - 25 29 298

$(0.70) $0.05  $0.06 $0.75
$(0.70) $0.05  $0.06 $0.74

On January 31, 2007, we entered into an agreement to sell our interest in the Calcasieu power generation
facility to Entergy. Subject to regulatory approval the transaction is expected to close in early 2008. Please read .
Note 4—Dispositions, Contract Terminations and Discontinued Operations—Calcasieu on page F-20 for further

discussion.

On February 13, 2007, our registration statement on Form $-4 related to the proposed Merger Agreement
with the LS Entities was declared effective by the SEC. Please read Note 3—Business Combinations and
Acquisitions—LS Power beginning on page F-17 for further discussion.
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DEFINITIONS -

As used in this Form 10-K, the abbreviations listed below have the following meanin'gsE

AMP
APB
APIC
ARB
ARO
Bef/d
CAA
Cal ISO
Cal PX
CDWR
CERCLA

CFTC
COSsO
CRM
DGC
DGC-Asia
DHI
DMG
DMSLP
DMT
DNE
DOJ
DOT
DPM
EIOL
EITF
EPA
EPACT
ERCOT
ERISA
EWG
FASB
FERC
FIN

FPA
FSP
FTC
FUCOs
GAAP
GEN
GEN-MW
GEN-NE
GEN-S0
GCF
HLPSA
HSR

Automated mitigation procedure
Accounting Principles Board

Additional paid-in-capital

Accounting Research Bulletin

Asset retirement obligation

Billion cubic feet per day

Clean Air Act

The California Independent System Operator
The California Power Exchange
California Department of Water Resources
The Comprehensive Environmental Response, Compensation ancl Llablhty Act of 1980, as
amended

Commodity Futures Trading Commission’

Committee of Sponsoring Organizations of the Treadway Commission

Our customer risk management bustness segment

Dynegy Global Communications

Dynegy Global Communications-Asia, our former, Asian communications business
Dynegy Holdings Inc., our primary financing subsidiary

Dynegy Midwest Generation
Dynegy Midstream Services L.P,
Dynegy Marketing and Trade v
Dynegy Northeast Generation
Department of Justice

Department of Transportation
Dynegy Power Marketing Inc
Energy Infrastructure Overseas Limited

Emerging Issues Task Force

Environmental Protection Agency

The Energy Policy Act of 2005

Electric Reliability Council of Texas, Inc.

The Employee Retirement Income Security Act of 1974, as amended
Exempt Wholesale Generators

Financial Accounting Standards Board

Federal Energy Regulatory Commission

FASB Interpretation

The Federal Power Act of 1935, as amended

FASB Staff Position . .
U.S. Federal Trade Commission

Foreign Utility Companies

Generally Accepted Accounting Principles of the United States of America-
Our power generation business '

QOur power generation business—Midwest segment

Our power generation business—Northeast segment

Our power generation business—South segment

Gulf Coast Fractionators

The Hazardous Liquid Pipeline Safety Act of 1979, as amended
Hart-Scott-Rodino Antitrust Improvements Act of 1976, as amended
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ICC llinois Commerce Commission
ISO Independent System Operator
KW—yr Kilowatt year
KWh Kilowatt hour
LMP Locational marginal pricing -
LNG Liquefied natural gas
LPG Liquefied petroleum gas
MBbls/d Thousands of barrels per day
Mcf Thousand cubic feet
MISO Midwest ISO Regional Transmission Organization
MMBtu Millions of British thermal units _ "
MMCFD Million cubic feet per day ' '
MW Megawatts
MWh Megawatt hour
NERC North' American Electric Reliability Council
NGA The Natural Gas Act of 1938, as amended
NGL Our natural gas liquids business segment ' '
NGPA The Natural Gas Policy Act of 1978, as atnended
NGPSA The Natural Gas Pipeline Safety Act of 1968, as amended
NOL Net operating loss '
NOV Notice of Violation issued by the EPA
NG, Nitrogen oxide '
NYISO New York Independent System Operator .
NYDEC New York Department of Environmental Conservation
PCAOB Public Company Accounting Oversight Board (United States)
PIM Pennsylvania-New Jersey-Maryland Interconnection, LLC
PPA Power purchase agreement
PRB Powder River Basin coal b
PUCT Public Utility Commission of Texas
PUHCA The Public Utility Holding Company Act of 1935, as amended '
PURPA The Public Utility Regulatory Polictes Act of 1978 - ‘ ' i
QFs Qualifying Facilities i |
RCRA The Resource Conservation and Recovery Act of 1976, as’amended ;
REG Our regulated energy delivery business segment - ' e |
RGGI Regional Greenhouse Gas Initiative '
RMR Reliability Must Run ' s . ' i
RTO Regionat Transmission Organization '
SAB SEC Staff Accounting Bulletin
SEC U.S. Securities and Exchange Commission
SERC Southeastern Electric Reliability Council
SFAS Statement of Financial Accounting Standards
SFC Supplier forward contract
S0, Sulfur dioxide
SPE Special Purpose Entity
SPN Second Priority Senior Secured Notes
T&D Our former transmission and distribution energy delivery business segment
VaR Value at Risk ‘
VIE Variable Interest Entity ¢
, VLGC Very large gas carrier
WECC Western Electricity Coordinating Council
WTLPS West Texas LPG Pipeline Limited Partnership, the owner of West Texas LPG Pipeline
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DYNEGY INC.

CONDENSED BALANCE SHEETS OF THE REGISTRANT
{in millions)

v December 31, December 31,
v : - 2006 2005
N ' ASSETS
Current Assets ) . ‘
Cash and cash eqUIVAlENLS .. .. ..vuen et ee e e i iaa e, s 121 $ 216
Intercompany accounts receivable . . ... . ... ... ... o il i, 1431 - 1,772 ¢
Intercompany notesreceivable .......... ... i i i e i — 120
Defermed INCOME AXES . . v ittt et et ettt e ettt eseraeennrnannans 93 14
Prepayments and other CUITent asselS .. ......... it inrunnnrennrerannnns v = 24
Total Current Assets .......... ... ... ... iiiiiiiniiinniiiinnane. 1,645 2,146
Other Assets : . L :
Investments inaffiliates . ... .. ... i e s 3,321 . 343
. Deferred inCOME tAXES ... ..o it e e ' 2 3
Other long-term assets .........covvvvnreniveerennenrnn. P e 9 9
Total Assets ... ... .. i e e $ 4987 $ 5,592

LIABILITIES AND STOCKHOLDERS’ EQUITY
Current Liabilities

Accounts payable . . .. .. ... ... e e e $ B $ 7
Accrued liabilities and other current liabilities .............. ... .. i iian.. — 19

Total Current Liabilities ... .. ........... ... ... .. i, 8 26
Long-TermDebt . .. ... .. e i — 225
Intercompany long-termdebt .. ... ... .. .. e 2,243 2,243
Deferred INCOME LaXES ..\ttt ettt ittt e ettt e e e 469 558

Total Liabilities . ... .. ... .. ... ... i i i, 2,720 3,052

Commitments and Contingencies (Note 3)
Redeemable Preferred Securities, redemption value of zero at December 31,

2006 and $400 at December 31,2005 .. ... .. .. ... ... —_ 400
Stockholders’ Equity :
Class A Common Stock, no par value, 900,000,000 shares authorized at

December 31, 2006 and December 31, 2005; 403,137,339 and 305,129,052 shares

issued and outstanding at December 31, 2006 and December 31, 2005,

respeChively .. e 3,367 2,949
Class B Commaon Stock, no par value, 360,000,000 shares authorized at

December 31, 2006 and December 31, 2005; 96,891,014 shares issued and

outstanding at December 31, 2006 and December 31,2005 ................... 1,006 1,006
Additional paid-in-capital ........... ... .. .. i 39 51
Subscriptions receivable .. ... ... s (8) (8)
Accumulated other comprehensive income, netoftax ......................... 67 4
Accumulated deficit ... ... ... ... .. e (2,135) (1,793)
Treasury stock, at cost, 1,787,004 and 1,714,026 shares at December 31, 2006 and

December 31, 2005, respectively . . ... ..o e 69 (69)

Total Stockholders’ Equity ........... .. iiiiiiiiiiniiniinnennnnn 2,267 2,140
Total Liabilities and Stockholders’ Equity ........................ $ 4,987 $ 5,592

See Notes to Registrant’s Financial Statements and Dynegy Inc.’s Consolidated Financial Statements
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DYNEGY INC.

CONDENSED STATEMENTS OF OPERATIONS OF THE REGISTRANT
(in millions)

Year Ended December 31,
. 2006 2005 2004
Operating loss . . ...\t it e e . §— S8 % (2
Earnings (losses) from unconsolidated investments . .. ...................... (452) 137 (52)
Interest EXPENSe . . . . ..ottt et 6 (11 (22)
DEbDt CONVEISION COSE . .+ v v vttt e et et iaeeeas (46) — —
Other income and eXpense, Nt . ... ... .ttt ittt iennren e enanans 9 5 —
Income (loss) before income taxes ........ ... i, . (495) 50 (76)
Incometax benefit ....... ... . i il e 162 . 40 61
Net InComeE (l0SS) ..t v ittt e it i et e etante st enttnnnnes (333) 90 (15)
Less: preferred stock dividends .. .. ... ... ... . L e, 9 . 22 '22
Net income (loss) applicable to common stockholders ...................... $(342) §$ 68 $3D

See Notes to Registrant’s Financial Statements and Dynegy Inc.’s Consolidated Financial Statements
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DYNEGY INC.
CONDENSED STATEMENTS OF CASH FLOWS OF THE REGISTRANT

(in millions)

CASH FLOWS FROM OPERATING ACTIVITIES:

Operating cash flow, exclusive of intercompany transactions . .
Intercompany transactions . .............ccoveeenriiannnn

Net cash provided by (used in) operating activities ..........

CASH FLOWS FROM INVESTING ACTIVITIES:

LoanteDHI ........ ... i
Business acquisitions, net of cash acquired ................

Net cash provided by (used in) investing activities ..........

| CASH FLOWS FROM FINANCING ACTIVITIES:

Net repayments of long-term borrowings ..................
Debt conversion Cost ... ....vu e i iins
Redemption of Series C Preferved .......................
, Proceeds from issuance of capital stock ...................
| Dividends and other distributions, net ...... e )

‘ Net cash used in financing activities . . ..........cooveon..

Net increase (decrease) in cash and cash equivalents . ... ... ..
Cash and cash equivalents, beginning of period . . .. .. PP

|
' Cash and cash equivalents, end of period . .. ...............
|
|

SUPPLEMENTAL CASH FLOW INFORMATION

Interest paid (net of amount capitalized} ..................
Taxes paid (netofrefunds) ........... ... ... ... ... ...

SUPPLEMENTAL NONCASH FLOW INFORMATION
Conversion of Convertible Subordinated Debentures due 2023

r

Schedule I

Year Ended December 31,

2006 ' 2005 2004
............... $ 14 S (6) 5 (0
............... 59 (a2 si0
................ ;T3 .(18), 490
............... 20 (1200 —
............... ® — —
............... 112 (1200 —
............... — - (223)
............... @6 - —
............... 400  — —
............... 183 2 5
............... an (22 @)
............... (280) _ (20)  (240)
............... 95 (158 250
el 2160 034 124
..... Lol 81210 3216 $374
............... 5 1 29
............... 9 45 4
............... $225 $—  $—

See Notes to Registrant’s Financial Statements and Dynegy Inc.’s Consolidated Financial Statements
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DYNEGY INC.
NOTES TO REGISTRANT’S FINANCIAL STATEMENTS

Note 1—Background and Basis of Presentation

These condensed parent company financial statements have been prepared in accordance with Rule 12-04,
Schedule I of Regulation S-X, as the restricted net assets of Dynegy Inc.’s subsidiaries exceeds 25% of the
consolidated net assets of Dynegy Inc. These statements should be read in conjunction with the Consolidated
Statements and notes thereto of Dynegy Inc.

We are a holding company and conduct substantially all of our business operations through our subsidiaries.
We began operations in 1985 and became incorporated in the state of Illinois in 1999 in anticipation of our
February 2000 merger with Illinova Corporation.

Note 2—Debt

For a discussion of our debt facilities, please read Note 12—Debt beginning on page F-36 of our
consolidated financial statements. All of our debt obligations outstanding are due subsequent to 2008.

Note 3—Commitments and Contingencies
For a discussion of our commitments and contingencies, please read Note 17—Commitments and

Contingencies beginning on page F-47 of our consolidated financial statements.

For a discussion of our guarantees, please read Note 12—Debt beginning on page F-36 of our consolidated
financial statements and Note 17—Commitments and Contingencies—Guarantees and Indemnifications
beginning on page F-51 of our consolidated financial statements.
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DYNEGY INC.

VALUATION AND QUALIFYING ACCOUNTS |
Years Ended December 31, 2006, 2005 and 2004 .

Balanceat  Chargedto Charged to

Beginning of * Costs and Other * Balance at i
\ ‘ Period Expenses Accounts  Deductions End of Period
(in millions)

2006 Co .

Allowance for doubtful accounts ............. $103 $(35) $ 43 $(63) $ 48

Allowance for risk-management assets (1) ...... 10 _— —_ . (10) o —_

Deferred tax asset valuation allowance ........ . 70 ¢ 17 — {18) 69

2005 . . '

Allowance for doubtful accounts ............. $159 $ 17— $(57) $103

Allowance for risk-management assets (1) ...... 6 — — 4 " 10 |
: Deferred tax asset valuation allowance ........ 136 — 5) _(el) 70

2004

Allowance for doubtful accounts ............. $184 $ (D $ 5 $(13) $159

Allowance for risk-management assets {1} ...... 11 — — (5) 6

Deferred tax asset valuation allowance (2) ...... 170 34) — — 136

(1) Changes in price and credit reserves related to risk-management assets are offset in the net mark-to-market
income accounts reported in revenues.

{2) Decrease in our deferred tax asset valuation relates to our release of a deferred tax capital gains valuation
allowance.
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WEST COAST POWER LLC

CONDENSED CONSOLIDATED STATEMENT OF OPERATIONS
{unaudited) (in thousands)

Three Months
Ended
.. . March 31, 2006
REVENUES ........ooiiii ittt e $ 66_,728
Operating costs, exclusive of depreciation shown separately below ............... [ - (64,966)
Depreciation and amortization eXpense . ... ..... ... .ueeuenr.. A PO e 0 (5,325)
Gainonsale of @886t ... ... .. . e . el 308
General and administrative eXPeNSes . . .....vvvvventvenrnnenneaeaanns. e Ll (762)
Operatingloss .................. e e PP . 4,017
Interest inCOME ... ...ttt i i e e . 2,047
Netloss . ..o i DU S $ (1,970
- 7 ' i g

See the notes to the condensed consolidated financial statements.
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WEST COAST POWER LLC

CONDENSED CONSOLIDATED STATEMENT OF CASH FLOWS
(unaudited) (in thousands)

CASH FLOWS FROM OPERATING ACTIVITIES:
[
Adjustments to reconcile net loss to net cash flows from operating activities: _
Depreciation and amortization . . . .. Rt
Gainonsale 0f ass€S . . .. .. ... ..
Changes in working capital: '
Accounts receivable, net . ... .. .. e e e
IV O Y .. e
Prepaid eXpenses . .. ... . i e e e
Accounts payable . ... ... i e e e
Accrued liabilities and other current liabilities ............. ... .. ... ... . ... ...

Net cash provided by operating activities ......... ...ttt

CASH FLOWS FROM INVESTING ACTIVITIES:
Capital expenditures . . . ... ... e i e e
Proceeds fTom assel Sales, Mel . ...ttt et i et e et ettt ittt it et i

Net cash provided by investing activities ... ...........iiiiier e ieenenann

Net increase in cash and cashequivalents ......... ... .. . i i i
Cash and cash equivalents, beginning of period . .......... . . oo e

Cash and cash equivalents,end of period . ... ... . e

Sec the notes to the condensed consolidated financial statements.
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Three Months
Ended

March 31, 2006

$ (1,970$)

5,325
(308)

20,785
272
6,161
(11,268)
(5,575)
1,157

14,579

(41)
308

267

14,846 |
165,704

$180,550



WEST COASTPOWERLLC

NOTES TQ CONDENSED CONSOLIDATED FINANCIAL STATEMENTS
(unaudited)
For the interim period’ended March 31, 2006

Note 1—Organization

On March 31, 2006, Dynegy Inc. (“Dynegy”) completed the sale of its 50% ownership interest in WCP
(Generation) Holdings LLC (“Holdings”), our parent, to NRG Energy, Inc. (“NRG") for approximately $205
million. After the transaction, we became an indirect wholly owned subsidiary of NRG. The financial statements
included herein are included to comply with Dynegy’s requirement to include separate financial statements of
investees in accordance with Rule 3-09 of Regulation S-X, and therefore only include fmancnal statements for the
periods under which Dynegy owned Holdings.

Note 2—Accounting Policies b { ' ,

.'The accompanying unaudited condensed consolidated ﬁnanc1al statements have been prepared in
accordanc'e_ with the instructions to interim financial reporting as prescribed by the SEC. These interim financial .-
statements should be read together with the consolidated financial statements and notes thereto for the year ended
December 31, 2005.

The unaudited condensed consolidated, ﬁnancnal statements contained in lhlS report include all matenal
adjustments that, in the opinion of management are necessary for a fair statement of the results for the interim
periods. The results of operations for the interim period presented are not necessarily indicative of the results to
be expected for the full year or any other interim period due to seasonal fluctuations in demand for our energy
products and services, changes in commodity prices, timing of maintenance and other expenditures and other
factors. The preparation of the unaudited condensed consolidated financial statements in conformity with
Generally Acceptéd Accounting Principles (“GAAP”) requires management to make estimates and judgments
that affect our reported financial position and results of operations. These estimates and judgments also impact
the nature and extent of disclosure, if any, of our contingent liabilities. We review significant estimates and
judgments affecting our consolidated financial statements on a recurring basis and record the effect of any
necessary adjustments prior to their publication. Estimates and judgments are based on information available at
the time such estimates and judgments are made. Adjustments made with respéct to the use of these estimates
and judgments often relate to information not previously available. Uncertainties with respect to such estimates
and judgments are inherent in the preparation of financial statements. Estimates and judgments are used in,
among other things, (1) developing fair value assumptions, including estimates of future cash flows and
discounts rates, (2) analyzing tangible and intangible assets for possible impairment, (3) estimating the useful
lives of our assets and (4) determining amounts to accrue for contingencies, guarantees and indemnifications.
Our actual resulis from operations could differ materially from our estimates.

Note 3—Related Parties ' ! : i

We purchase fuel for our plants under full requirement natural gas supply agreements ("GSAs") with
Dynegy Marketing and Trade ("DMT™), one of our affiliates. Charges for fuel are based upon similar terms and
conditions, primarily index, as could be obtained from unrelated third parties. Fuel purchases from DMT are
included in affiliated operating costs in the consolidated statements of operations.

We contracted with DYPM to provide ail power scheduling, power marketing and risk management for us
under an energy management agreement (the "EMA"), Additionally, we contracted with DMT to provide all
scheduling of fuel supply.

We entered into operation and maintenance ("O&M") agreements with NRG Cabrillo Power Operations Inc.
and NRG El Segundo Operations Inc., two of our affiliates, for Cabrilto 1 and Cabrillo I1 effective May 2001
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WEST COAST POWERLLC

NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS—(Continued)
(unaudited)
For the interim period ended March 31, 2006

and for El Segundo Power, LLC (“ESP”) and Long Beach Generation LLC (“LBG”) effective April 2000. Fees
for services under these contracts primarily include recovery of the costs of operating the plant as approved in the
annual budget, as well as a base monthly fee. When NRG became operator, we contracted with NRG
Development. Company, Inc., one of our affiliates, to provide services under the Administrative Management
Agreement (the "AMA®"). Services provided under the AMA included environmental, engineering, légal and
public relations services not covered under the O&M agreements. Fees for such services are subject to ¢xecutive
committee approval if the amounts exceed a certain percentage of the applicable annual approved budget.

We entered into an administrative services management agreement (the "ASMA") with Dynegy Power
Management Services, L.P., one of our affiliates, under which Dynegy Power Management Services, L.P.
provides administrative services such as business management and accounting. Fees for such services are subject
to executive committee approval if the amounts exceed a certain percentage of the applicable annual approved
budget. e oo : : S

As described above, our affiliates provide various services for us. Charges for these services are included in
our operating and general and administrative éxpenses in the unaudited condensed consolidated statement of
operations and consisted of the following costs for the three months ended March 31, 2006 (in thousands): *

Dynegy Related Cost ,
|27 U e e $47,187
EMACharges ................. SR e e 5717
Charges included in operating costs . . . ... P et e $47,764
ASMA fees included in general and administrative eXpenses . ............oooeveanauts $ 27
NRG Related Cost | | . |
O&M charges included in operatingcosts ............... e B 5 8,391
AMA chargés included in general and administrative expenses .................. e $ 200

Note 4—Commitments and Contingencies

Set forth below is a summary of certain ongoing legal proceedings pending against West Coast Power LLC
and its subsidiaries. The matters discussed herein existed at Closing (which occurred on March 31, 2006, the
“Closing™) of Dynegy’s sale of its interest in Holdings. In accordance with SFAS No. 5, we record reserves for
contingencies when information available indicates that a loss is probable and the amount of the loss is ,
reasonable estimate. In addition, we disclose for matters for which management believes a material loss is at least
reasonably possible. o ' ' '

In addition to matters discussed below, at Closing, we were party to numerous legal proceedings arising in
the ordinary course of business or related to discontinued business operations. In management’s opinion, the
disposition of these matters will not materially adversely affect our financial condition, results of operations, or
cash flows.

In all instances, management has assessed the matters below based on current information and made a
judgment concerning their potential outcome, giving due consideration to the nature of the claim, the amount and
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NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS—(Continued)
(unaudited)
For the interim period ended March 31, 2006

nature of damages sought and the probability of success. Management’s judgment may prove matenally
inaccurate and such judgment is made subject to the known uncertainty of litigation. - 1.

Gas Index Pricing Litigation. We are named defendants in numerous lawsuits ain state and federal court
claiming damages resulting from alleged price manipilation and false reporting of natural gas price. In cages are
pending in California and Nevada. In each of these suits, the plaintiffs allege that we and othef energy companies
engaged in an illegal scheme to inflate natural gas prices by providing false information to natural gas idex
publications. All of the complaints rely heavily on prlor FERC and CFTC investigations into and reports
concerning index- reportmg manipulation in the energy mdustry Except as spec1ﬁcally menuoned below, the
cases-are actlvely engaged in discovery. : -

I February 2006, we reached a settlemént in In re Natural Gas Commiodiry ngauou resolvmg a class
action lawsult by all persons who purchased, sold or setiled NYMEX Natural Gas Contracts as an opemng or
closing transactlon or otherwise, between June 1, 1999 and December 31, 2002 mcluswe The underlymg action’
alleged the named deféndants (including Dynegy and West Coast Power), unlawfully marupulatcd and aided and
abetted the manipulation of the prices of natural gas futures contracts traded on the NYMEX. Pursuant to the
settlement, Dynegy and West Coast Power continue to deny plaintiffs’ allegatnons and Dynegy agreed to pay $7
million in settlémeiit of any and all claims for damages arising from or relating in any way to trading during the
Class Period in NYMEX Nalural Gas Contracts. The settlemenl is subjc( toa falmess hearmg and ﬁnal Courl
approval. o '

We are analyzing all of these claims and intend 1o defend against them vigorously. We cannot predict with
certainty whether we will incur any liability or to estimate the damages, if any, that might be incurred in
connection with these lawsuits. We do not believe that any liability that we might incur as a result of this
litigation would have a material adverse effect on our financial condition, results of operations or cash flows.

U.S. Attorney Investigations. The United States Attorney’s office in the Northern District of California
issued a Grand Jury subpoena requesting information related to our activities in the California energy markets in
November 2002. We have been, and intend to continue, cooperating fully with the U.S. Attormey’s office in its
investigation of these matters, including production of substantial documents responsive to the subpoena and
other requests for information. We cannot predict the ultimate outcome of this investigation.

During the last year, several cases pending in Nevada federal court were dismissed on defendants’ motions.
Certain plaintiffs have appealed to the Court of Appeals for the Ninth Circuit, which coordinated the cases before
the same appellate panel. A decision from the Court of Appeals is expected sometime in 2007. In February 2007,
a Tennessee state court case was also dismissed on defendants” motion.

Pursuant to various motions, the cases pending in California state court have been coordinated before a
single judge in San Diego (“Coordinated Gas Index Cases™). In August 2006, we and Dynegy entered into an
agreement to settle the class action claims in the Coordinated Gas Index Cases for $30 million. The settlement
does not include similar claims filed by individual plaintiffs in the Coordinated Gas Index Cases, which we
continue to defend vigorously. In December 2006, the court granted final approval of the settlement and
dismissed the class action claims. Also in August 2006, Dynegy entered into an agreement to settle the class
action claims by California natural gas re-sellers and co-generators (to the extent they purchased natural gas to
generate electricity for re-sale) pending in Nevada federal court for $2 million. A motion to approve this
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NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS-~(Continued)
(unaudited)
For the interim period ended March 31, 2006

settlement is expected to be filed by plaintiffs in due course. Both settlements are without admission of
wrongdoing, and we and Dynegy continue to deny class plaintiffs’ allegations.

We are analyzing the remaining natural gas index cases and are vigorously defending against them. We
cannot predict with certainty whether we will incur any liability in connection with these lawsuits. However,
given the nature of the claims, an adverse result in any of these proceedings could have a material adverse effect
on our financial condition, results of operations and cash flows.

California Market Litigation. We and various other power generators and marketers are defendants in
numerous lawsuits aileging rate and market manipulation in California’s wholesale electricity market during the
California energy crisis several years ago. The complaints generally allege unfair, unlawful and deceptive trade
practices in violation of the California Unfair Business Practices Act and seek injunctive relief, restitution and
unspecified actual and treble damages. A significant majority of these cases were dismissed on grounds of
federal preemption. A motion to dismiss one remaining action on similar grounds is pending in federal court.
Certain actions, however, in which plaintiffs have not exhausted the appellate process, remain pending in a’
California appellate court, ‘

We believe that we have meritorious defenses to these claims and are vigorously defending against them.
We cannot prcdlct with certainty whether we will incur any liability in connection with these lawsuits. However,
given the nature of the claims, an adverse result in any of these proceedings could have a material adverse effect
on our financial condition, results of operations and cash flows.
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REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING TEAM

To the Members of West Coast Power LLC:

In our opinion, the accompanying consolidated balance sheets and the related consolidated statements of
operations, changes in members’ equity and cash flows present fairly, in all material respects, the financial
position of West Coast Power LLC (the “Company”) at December 31, 2005, and the results of its operations and
its cash flows for each of the two years in the period ended December 31, 2005 in conformity with accounting
principles generally accepted in the United States of America. These financial statements are the responsibility of
the Company’s management. Our responsibility is to express an opinion on these financial statements based on
our audits. We conducted our audits of these statements in accordance with the standards of the Public Company
Accounting Oversight Board (United States). Those standards require that we plan and perform the audit to
obtain reasonable assurance about whether the financial statements are free of material misstatement. An audit
includes examining, on a test basis, evidence supporting the amounts and disclosures in the financial statements,
assessing the accounting principles used and significant estimates made by management, and evaluating the
overall financial statement presentation. We believe that our audits provide a reasonable basis for our oplmon

As discussed in Note 9, the Company is the subject of substantial litigation. The Company’s ongeing
liquidity, financial position and operating results may be adversely impacted by the nature, timing and amount of
the resolution of such litigation. The consolidated financial statements do not include any adjustments, beyond
existing accruals applicable under Statement of Financial Accounting Standards No. 5, “Accounting for
Contingencies,” that might result from the ultimate resolution of such matters,. *

As discussed in Note 2, effective January 1, 2003, the Company adopted the provisions of Statement of
Financial Accounting Standards No. 143, “Accounting for Asset Retirement Obligations.” "

PricewaterhouseCoopers LLP
Houston, Texas
March 14, 2006
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: WEST COAST POWER LLC

CONSOLIDATED BALANCE SHEETS,
(in thousands) )

ASSETS
Current Assets . _
Cash and cash equivalents ...............oooiineraenennanaennn, e e
Accounts receivable, net of allowance for doubtful accountsof zero .............. . T

Inventory ........... L T ,

Prepaid €XPenses . . oo vouvivitiae et ety -
Total Current ASSBES ... .. .. . .ttt it it i ear et

Property, Plant and Equipment ... ...... ... .. o i
Accumulated depreciation . ..... U e

Property, Plant and Equipment, Net .......... S R
Other Long Term Assets ............... e
Total Assets ... ... S PR PR

LIABILITIES AND MEMBERS’ EQUITY
Current Liabilities
Accounts payable . ... ... . iy P

Accounts payable, affiliates ............... e e et e e ]

Accrued liabilities and other current llabllmes ..........................................
Total Current Liabilities .... ... ... . ... . i
Asset retitement obligation . ... ... .o
Total Liabilities . ... ... ..ottt it ittt it

Commitments and Contingencies (Note 9)
Total Members’ EqQUity ...... ...

Total Liabilities and Members’ Equity ......... ... ... ..oty

See the notes to the consolidated financial statements.
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December 31,
2005

$ 165,704
75,654
17,937
52211
311,506

600,712

@19

376,266
2,036

- $ 689,808

$ 3,906
30,547
8,470

42,923
5,481
48,404

641,404
$ 689,808




Revenues.....

WEST COAST POWER LLC

CONSOLIDATED STATEMENTS OF OPERATIONS
(in thousands)

Affiliate operating costs, exclusive of depreciation shown separately below ..........
Non-affiliate operating costs, exclusive of depreciation shown separately below .. .. . ..
Depreciation and amortization expense . . ... e e
Impairment charges ................., ST
Gainon sale of 485688 .. .. o i e e e

General and administrative eXPenses .. ... e erennneinnn e aannraaes

Operating INCOME . . ... .ottt et iaa et et ieannannns

Interest expense
Interest income

Net income

See the notes to the consolidated financial statements.
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Year Ended December 31,
2005 2004

$ 300,581 ' $ 725,626
(218,517) (314,754)
(39.940)  (42,189)
(22,017)  (39,456)
—  (24,348)

1, 689

(5318) (2,078

14,790 303490
_ (82) |
6,572 2,539

$ 21,362 $ 305,947




WEST COAST POWER LLC

CONSOLIDATED STATEMENTS OF CHANGES IN MEMBERS’ EQUITY
(in thousands)

Members’ Comprehensive

Equity Income
Balance at December 31,2003 . ... ... ... .. i $ 648,085
Netincome ..........coovviiinnanenens e e 305,947  $305,947
. Comprehensive inCome ............virentiiiiuaiiaiai i $305,947

COMEBULIONS . . o . ottt e s et i a e ta st e se e aa e aaenaaaaaans 5,000 '
DS DUEIONS - o v vttt e s e o ies et i ee e a e ansaannssaesasannsnsanerannes (217,245
Other distribULONS ... ..o ittt ittt ettt inrenreacr i iatsac s ransns (6,245)
Balance at December 31,2004 ................... U $ 735542
INELIDICOMIE & o o vt ittt ae e me e et ta st sn et asasstasannenn 21,362 - % 21,362

Comprehensive iNCOME . . ....vvvunt i ina i aann s eeas 0§ 21,362
DHSIABULONS .+ o\ vt i et ettt e e ettt eae e e a e i (115,500)
Balance at December 31,2005 . ....... ... ... .. i $ 641,404

See the notes to the consolidated financial statements.
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WEST COAST POWER LLC

-« CONSOLIDATED STATEMENTS.OF CASH FLOWS
{in thousands)

Yeﬂr Ended December 31,
r. - : . 2005 2004
CASH FLOWS FROM OPERATING ACTIVITIES: S , . .
Netincome .o ..... ... vt S el $ 21,362 $ 305,947
Adjustrncnts to reconcile net income to net cash flows from operatmg actwmes ’
Deprecwtmnandamomzatlon ......... ' 22,017 39,456
" Impairment charges .................. P P e P L = 24,348
Risk-management activities ............ A e (3,559) 3,559
Gain on sale of assets ... .... e e S, Loy (689)
Other, non-cash and adjustments ., ., ............... e R 151 (1,313)
Changes in working capital: , '
' Accounts receivable, net .. ... ..... P P Lo 38,140 (55.950)
Inventory ........0.............. P S e © 1,345 1,281
Prepaid expenses . ......... R, S, AU L PolooU 0 (366)  (11,584)
Accounts payable .......... ... . il i LS (370) 14,949
Accrued llablhtlcs and other current hablhtles ......................... (1,662) (18,654)
(00T S T S RS B S 67 (1,512
Net cash prowded by operatmg actwmes e P R e ’ 76:?24" 299,838
CASH FLOWS FROM INVESTING ACTIVITIES
Capital expenditures, .......... ey e 4,251) (1,386)
Proceeds from asset sales, net e e PR PN o] 3,278
Net cash prov1ded by (used in) investing activities ......... e e DI (4,250) 1,892
CASH FLOWS FROM FINANCING ACTIVITIES: AR e ‘
Dnstnbullons S T (115,500) (217,245)
' . ’ . LS | ' '
Net cash used in financing activities ...... e e e - (115,500) (217,245)
Net increase (decrease) in cash and cash equivalents . ... ... e - (43,026). 84,485
Cash and cash equivalents, beginning of period.. . ......... PP e .. 208,730 124,245
Cash and cash equivalents,endof period . ........... .. .. ... .. oL, $ 165,704 $ 208,730
Supplemental Disclosure of Cash Flow Information: .. ;
Interestpaid ......... ... ... i e s , — .- 82
Other non-cash investing and financing activity: - . o .-
Contribution of El Segundo Power IILLCby NRG ..........0............... e — 5,000
f N L . v 2
L ' 1 f J ! !

<. See the notes to the consolidated financial statements. ’'.
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WEST COAST POWERLLC
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

Note 1—Organization and Operations of the Company

Effective June 30, 1999, Dynegy Power Corp. (“DPC™), an indirect wholly owned subsidiary of Dynegy
Holdings Inc. (“Dynegy”), and NRG Energy, Inc. (“NRG”), then a subsidiary of Xcel Energy, Inc (collectively,
the “Sponsors”) formed WCP (Generation) Holdings LLC ("Holdings") and West Coast Power LLC ("WCP",

"we", "us" or "our"), both of which are Delaware limited liability companies. The Sponsors have an equal interest
in Holdings and share in profits and losses equally WCP is wholly owned by Holdings and serves as a holding
company for El Segundo Power, LLC (“ESP”), El Segundo Power 11 LLC (“ESP II""}, Long Beach Generation
LLC (“LBG"), Cabrillo Power I LLC (“Cabrillo 1"} and Cabrillo Power Il LLC (“Cabrillo II"). NRG became an
independent public company upon its emergence from bankruptcy on December 5, 2003 and no longer has any
material affiliation or relationship with Xcel Energy.

Upon formation of WCP, the assets and liabilities of ESP, LBG, Cabrille I and Cabrillo II (collectively, the
"LLCs"}) were contributed to WCP by the Sponsors and were recorded at their historical costs because the
transfer represented a reorganization of entities under common control. Operations are governed by the executive
committee, which consists of two representatives from each Sponsor.

. On December 27, 2005, Dynegy entered into an agreement to sell its 50% ownership interest in Holdings to
NRG for approximately $205 million, subject to purchase price adjustments. After the transaction, we will
become an indirect wholly owned subsidiary of NRG. Dynegy and NRG expect the sale to close in early 2006.

ESP owns a 670-megawatt ("MW") plant located in EI Segundo, California, consisting of two operating
‘steam electric generating units. The facility has operated as a merchant plant, selling energy and ancillary
services through the deregulated California wholesale electric market and other western markets. In December
2004, the California Independent System Operator ("Cal ISO"), pursuant to its tariff, designated ESP units 3 and
4 as Reliability Must Run ("RMR") units for the calendar year 2005. On December 21, 2004, ESP filed with the
Federal Energy Regulatory Commission (“FERC"), an application for approval of its rates as an RMR designated
facility. ESP made the election to collect rates as a “Condition 2" plant, effective January 1, 2005. In the third
quarter of 2005, ESP entered into a settlement with various California parties including the Cal ISO, regarding
the rate application. In the fourth quarter of 2005, FERC issued an order approving the settlement and accepting
the agreed upon rates.

On January 27, 2005, Dynegy Power Marketing Inc, an affiliate of ESP, acting as its fully authorized agent,
entered into a power purchase agreement with a major California utility for a term commencing May 1, 2005 and
ending December 31, 2005. As part of that agreement, ESP was required to obtain certain consents and waivers
from Cal ISO and to file for an application with FERC to change from “Condition 2” to “Condition 1” under the
Cal ISO tariff. Such consents and waivers were received from the Cal ISO, an application to FERC was filed and
the changes were accepted. As a result of these actions, during the term of this agreement, the utility was entitled
to primary energy dispatch right for the facility’s generating capacity while preserving Cal ISO’s ability to call
on the El Segundo facility as a reliability resource under the RMR agreement, if necessary. (See Note 7 - Power
Purchase Agreement for a more detailed explanation).

In the fourth quarter 2005, ESP entered into a power sales agreement with a major California utility for the
sale of 100% of the capacity and associated energy from the El Segundo facility from May 2006 through April
2008. During the term of this agreement, the utility will be entitled to primary energy dispatch right for the
facility's generating capacity.

For the calendar year 2006, ESP was not designated as an RMR resource by the Cal ISO.
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WEST COAST POWER LLC
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS—(Continued)

In October 2004, the FERC approved WCP’s settlement of claims relating to western energy market
transactions that occurred from January 2000 through June 2001. (See Note.9—Commitments and Contingencies
for further discussion of this settlement). Included in this settlement was a payment of $22,544,942 to various
California energy purchasers. In order to provide the funds for this settlement, Dynegy has agreed to forego
approximately $17,000,000 of distributions from WCP, and NRG has agreed to forego approximately $5,500,000
of distributions and contribute El Segundo Power II LLC valued at $5,000,000 to WCP. The contribution of these
assets is reflected as a contribution in the Consolidated Statements of Changes in Members’ Equity. WCP paid
$6,244,942 of the settlement on behalf of Dynegy in accordance with the settlément agreement, and is recorded
as a reduction of Dynegy’s member’s equity on the Consolidated Statements of Changés in Members’ Equity:

On December 30, 2004, NRG West Coast LLC, a Delaware limitéd liability company, assigned its right,
title, and interest in El Segundo Power Il LLC to Holdings, which in turn assxgned its interest to WCP, as part of
the funding of the settlement agreement with the FERC. On February 3, 2005, the California Enérgy Commission
approved the certificate for the construction and operation of a proposed 630-MW combined-cycle facility by
ESP 11 on the site previously used by ESP units 1 and 2. A Petition For Writ of Mandate was filed in the
California Supreme Court against the California Energy Commission seeking to invalidate the certificate
awarded to ESP II. The Petition was denied without comment. ESP Il became 100% owned by WCP on
December 30, 2004. No date has been set to commence construction, although California state law requires that
construction commence five years after the issuance of the centificate. .

LBG owns a 560-MW plant located in Long Beach, California. On January 1, 2005, after due notice to the
Cal ISO, the plant was shut down and the operator began decommissioning..environmental remediation of the
plant site, equipment salvage and investment recovery efforts.

Cabrillo I owns a 970-MW plant located in Carlsbad, California, consisting of five steam electric generating
units and one combustion turbine. The facility has operated as a merchant plant, selling energy and ancillary
services through the deregulated California wholesale etectric market and other western markets. Cabrillo 1 was
designated as a RMR unit by the Cal ISO for 2004 and 2005. Pursuant to an uncontested settlement agreement
filed in December 2004 with the Cal ISO and various interveners in FERC Docket No. ER04-308, RMR rates for
the years 2004 through 2006 were agreed upon between the pames As a part of that settlement, Cabrillo I chose
to collect rates as a Condition 2 plant, effective January 1, 2005 (See Note 7 ~ Power Purchase Agreement for a
more detailed explanation), On February 14, 2003, FERC issued an order accepting these rates. In November
2003, Cabrillo 1 filed with FERC an application to,revise its existing RMR agreement with the Cal 130 for Units
1-3 and 5. In December 2005 FERC accepted [hose rates effecuve January 1, 2006. Finally, in tate December
2005, Cabnllo I, Unit 4 was selected as a RMR resource for 2006 by the Cal ISO. Cabrillo I filed an apphcanon
on Deceimber 29, 2005 to revisé its current RMR agreement to include Unit 4 and to change Units 4 and 5 from
Condition 2 to Condition 1. Cabrillo I requested an effective date of January 1, 2006. On February 13, 20086,
FERC issued an order accepting the revised rates effective as of January 1, 2006. Subsequent to the FERC order
approving the Cabrillo I rates, an application for rehearing challenging that order, was filed by an intervenor. We
do not know when FERC will rule on that rehearing application. -

Cabrillo IT owns 13 combustion turbines with an aggregate capacity of 202-MW located throughout San
Diego County, California. The facilities have operated as merchant plants, selling energy and ancillary services
through the deregulated California wholesale electric market and other western markets. The Cabrillo I
combustion furbines except for Division Street, were designated as RMR units by the Cal ISO for 2004 and 2005.
Pursuant to an uncontested settlement agreement filed in December 2004 with the Cal [SO and various '
interveners in FERC Docket No. ER04-308, RMR rates for the years 2004 through 2006 were agreed upon
between the parties. As a part of that settlement, Cabrille [ chose to continue collecting rates as a “Condition 2

F-92




WEST COAST POWER LLC
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS—{Continued)

plant, effective January 1, 2005 (See Note 7 ~ Power Purchase Agreement for a more detailed explanation). On
February 14, 2005, FERC issued an order accepting these rates. Cabrillo I1 units were also designated-RMR units
by the Cal ISO for 2006. In November 2005, Cabrillo II filed an application with FERC for approval of its rates.
In December 2005, FERC accepted those rates effective:January 1, 2006 - '

Note 2—Accounting Policies

Qur accounting policies conform to Generally Accepted Accounting Pnncrples (“GAAP”). Our most
significant accounting policies are descrlbed below. The preparation of consolidated financial statements in
conformity with GAAP requires management to make estimates and judgments that affect our reported financial
position and results of operations. We review significant estimates and judgments affecting our consolidated
financial statements on a recurring basis and record the effect of any necessary adjustments’ prior to their
publication. Estimates and judgments are based on information available at the time such estimates and
judgments are made. Adjustments made with respect to the use of these estimates and judgments often relate to
information not previously available. Uncertainties with respect to such estimates and judgments are inherent in
the preparation of financial statements. Estimates and judgments are used in, among other things, (1) developing
fair value assumptions, including estimates of future cash flows and discounts rates, (2) analyzing tangible and
intangible assets for possible impairment, (3) esumatmg the useful lives of our assets and (4) determining
amounts to accrue for contingencies, guarantees and 1ndemmﬁcat|ons Our actual results from operations could
differ materially from our estimates.

Principles of Consolidation. The accompanying consolidated financial statements include our accounts
after eliminating intercompany accounts and transactions. Certain reclassifications have been made to prior-
period amounts to conform with current-period financial statement classifications.

_Cash and Cash Equivalents. Cash and cash equivalents consist of all demand deposits and funds invested in
highly liquid short-term investments with original maturities-of three months or less. :

Accounts Receivable and Allowance for Doubtful Accounts. We establish provisions for losses on
accounts receivable if it becomes probable we will not collect all or part of outstanding balances. We review
collecublllty and establish or adjust our allowance as necessary using the specific identification method. As of
December 31, 2005, we have no reserve as an allowance for doubtful accounts relating to receivables owed to us
by the California Department of Water Resources (“CDWR”).

Concentration of Credtt Risk. We sell our electricity production to purchasers of electricity in California,
which includes the Cal ISO and Dynegy Power Marketing, Inc. ("DYPM"). These industry and geographical
concentrations have the potentlal to impact our overall exposure to credit risk, either positively or negatively,
because the- customer base may be similarly affected by changes in economic, industry, weather or other
conditions.

e

Inventory. Inventories are valued at the lower of cost or market using the last in, first-out ("LIFO™) or the
average cost methods and are comprised of the following:
) December 31,
! ‘ ' 2005 -

) ‘ (in thousands)
Emissions credits (average cost)........;......... S P SO . $ 1411
Materials and supplies (average cost) ............. e . 3,254 -
Fueloil (LIFO) . .............. ... ... e e 13,272 " ¢

$17,937
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In conjunction with the retirement of LBG at the end of 2004, a lower of cost or market analysis was
performed on the facility’s materials and supplies balance. The vast majority of the materials and supplies were .
designed for use specifically at LBG or are otherwise obsolete. As a result, an adjustment of $3,027,613, which is
included as a charge in operating costs on the consolidated statement of operations, was made to reduce the
inventory to net realizable value as of December 31, 2004.

Emission credits represent costs paid by us to acquire additional NO, credits. We use these credits to
comply with emission caps imposed by various environmental laws under which we must operate. As individual
credits are used, costs are recognized as operating expense.. - :

if we have more emission credits on hand than are requ1red to operate our facilities, we may sell these
credits. To the extent the proceeds received from the sale of such credits exceed our cost, we defer the associated
gain until the penod to whlch the allowance relates. As of December 31, 2005 we had a defcrred gain of $22,307
included as accrued liabilities and other current liabilities on our consolidated balance sheets. This amount will
be realized in 2006,

In addition, emissions allowances related to periods subsequent to 2006 totaling $2, 035,931 at
December 31, 2005, and emissions allowances related to periods subsequent to 2003 totaling $2,970, 900 at
December 31,2004, are mcluded in other fong-term assets on the consolidated balance sheets.

Property, Plant and Equipment. Property, plant and equipment, which consists primarily of power
generating facilities, furniture, fixtures and computer equipment, is recorded at historical cost. Expenditures for -
major replacements, rénewals and major maintenance are capitalized. We consider major maintenance to be
expenditures incurred on‘a cyclical basis in order to maintain and prolong the efficient operation of our assets,
Expenditures for repairs and minor renewals to maintain assets in operating condition are expensed when
incurred. Depreciation is provided using the straight-line method over the estimated economic service lives of the
assets, ranging from 3 to 30 years. The estimated economic service lives of our asset groups are as follows:

. . _ Range of
Asset Group ' o ‘ f c . : : Years
Power Generation Facilities .. ... e P e toe. 31030
,Furniture and Fixtures . ................... e 3t05
Other Miscellaneous . ... ... i i i e i e 41020

Gains and losses on sales of individual assets are reflected in gain on sale of assets in the consolidated
statement of operations. We assess the carrying value of our plant and equipment in accordance with Statement
of Financial Accounting Standards “SFAS" No. 144, “Accounting for the Impairment or Disposal of Long-Lived
Assets.” If an impairment has occurred, the amount of the impairment loss recognized would be determined by
estimating the related discounted cash flows of the assets and recording a loss if the'restlting estimated fair value
is less than the book value. For assets identified as held for sale, the book value is compared to comparable
marKet prices or the estimated fdir value if comparable market prices are not readily available to determine if an
impairment loss is required. Please read Note 4—Impairment of Long-Lived Assets fora dlSCllSSlOl’l of
impairment charges we recognized in 2004. ‘

On September 30, 2004, the WCP executive committee consented 1o a plan to retire the Long Beach
facilities effective January E, 2005. The revision of the expected useful life of Long Beach was a change in
accounting estimate, per the guidance in Accounting Principles Board Opinions “*APB” No. 20, “Accounting
Changes.” This change was accounted for in the current and future periods since the change affects both. The
remaining asset value, excluding land, as of September 30, 2004 was $9,918,597. The depreciation was
accelerated so that the Long Beach facilities were fully depreciated by December 31, 2004.
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Asset Retirement Obligations. We adopted SFAS No. 143, “Asset Retirement Obligations,” effective
January 1, 2003. Under the provisions of SFAS No. 143, we are required to record liabilities for legal obligations
to retire tangible, long-lived assets. Those obligations are recorded at a discount when the liability is incurred.
Significant judgment is involved in estimating future cash flows associated with such obligations, as well as the
ultimate timing of the cash flows. If our estimates on the amount or timing of the cash flow change, the change
may have a material impact on our results of operations.

As part of the transition adjustment in adopting SFAS No. 143, existing environmental liabilities in the
amount of $5,200,000 were reversed in the first quarter 2003. The fair value of the remediation costs estimated to
be incurred upon retirement of the respective assets is included in the asset retirement obligation (*ARO”) and
was recorded upon adoption of SFAS No. 143, Since the previously accrued liabilities exceeded the fair value of
the future retirement obligations, the impact of adopting SFAS No. 143 was an increase in earnings of
$1,029, 756 in 2003, which is the cumulative effect of change in accounting principle i in the consolidated
statement of operations.

At January 1, 2004, our ARQ liabilities totaled $7,631,979, which includes monitoring charges related to El
Segundo Units 1 and 2, as well as dismantlement and remediation at the Cabrillo H facilities since these assets
reside on leased property. Annual accretion of the liability towards the ultimate obhgatlon amount was $628,290
during 2004. During 2004, we settled $2,140,550 relating to our ARO. During 2004, the timing or fair value of
the estimated cost to be incurred upon retirement related to the dismantlement and remediation changed for the
Cabrillo I facilities. These changes resulted in an $896,809 decrease in our ARQ liability. Since the change in
the ARO liability associated with one of the facilities exceeded the asset retirement cost net of accumulated
depreciation, an increase in eamings of $641,236 was recorded during 2004, which is included in non-affiliate
operating costs on the consolidated statements of operations. At December 31, 2004, our ARO liabilities totaled
$5,222,910.

Annual accretion of the liability towards the ultimate obligation amount was $490,484 during 2005. During
2005, we settled $423,288 relating to our ARQ. During 2005, the estimated cost to be incurred upon retirement
changed again for the Cabrillo II facilities. These changes resulted in an $190,796 increase in our ARO liability.
This change resulted in a decrease in eamings of $150,832 during 2005, which is included in'non-affiliate
operating costs on the consolidated statements of operations. At December 31, 2005, our ARO liabilities totaled
$5,480,902.

In March 2005, the FASB issued Interpretation No. 47, “Accounting for Conditional Asset Retircment
Obligations,” (“FIN No. 47) which is an interpretation of SFAS No. 143. FIN No. 47 defines a conditional ARO
as an ARO for which the timing and/or method of settlement are conditional upon future events that may or may
not be within the control of the entity. Uncertainty about the timing and method of settlement for a conditional
ARO should be considered in estimating the ARO when sufficient information exists: FIN No. 47 clarifies when
sufficient information exists to reasonably estimate the fair value of an ARO. FIN No. 47 was effective for fiscal
years ending after December 15, 2005. We adopted FIN No. 47 on December 31, 2005 and the adoption did not
have a material impact on our consolidated statement of operations or balance sheet.

Other Contingencies. We are involved in numerous lawsuits, claims, and proceedings in the normal course
of our operations. In accordance with SFAS No. 5, “Accounting for Contingencies,” we record a loss
contingency for these matters when it is probable that a liability has been incurred and the amount of the loss can
be reasonably estimated. We review our loss contingencies on an ongoing basis to ensure that we have
appropriate reserves recorded on the consolidated balance sheets. These reserves are based on estimates and
judgments made by management with respect to the likely outcome of these matters, including any applicable
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insurance coverage for litigation matters, and are adjusted as circumstances warrant. Our estimates and judgment .
could change based on new information, changes in laws or regulations, changes in management’s plans or
intentions, the outcome of legal proceedings; settlements or other factors. If different estimates and judgments
were applied with respect to these matters, it is likely that reserves would be recorded for different amounts,
Actual results could vary materially from these estimates and judgments. '

Liabilities for environmental contingencies are recorded when environmental assessment indicates that
remedial efforts are probable and the costs can be reasonably estimated. Measurement of liabilities is based, in
part, on relevant past experience, currently enacted laws and regulations, existing technology, site-specific costs
and cost-sharing arrangements. Recognition of any joint and several lability is based upon our best estimate of
our final pro-rata share of such liability. These assumptions involve the judgments and estimates of management
and any changes in assumptions could lead to increases or decreases in our ulumate hablhty, with any such
changes recogmzed lmmcdlately in earmngs o

Goodwill, Goodwill represents,‘at the time of an acquisition, the amount of purchase price paid in excess of
the 'fair value of net assets acquired. We follow the guidance set forth in SFAS No. 142, "Goodwill and Other
Intangible Assets." when assessmg the carrying value of our goodwill. Accordingly, we evaluate our goodwill for
impairment on an annual basis or when events wartrant an assessment. Qur evaluation is based, in part, on our
estimate of future cash flows. The estimation of fair value is highly subjective, inherently imprecise and can
change materially from period to period based on, among other things, an assessment of market conditions,
projected cash flows and discount rate. We currently have no remaining goodwill as a‘result of this impairment.
Were we (o have gooclwnll we would perform our annual impairment test in December and we may record
further lmpalrment losses in future perlods as a result of such test.

Revenue Recogmtwn Revenues received from the RMR agreement with the Cal ISO and the ESP power
sales agreement are pnmanly derived from capac:ty (avallablllty) payments and amountis based on reimbursing
variable costs. Revenues identified as being subject to future resolution are accountcd for as discusséd above at
“Accounts Receivable and Allowance for Doubtful Accounts.”

Federal Income Taxes. We are not a taxable entity for federal income tax purposes, The Pannershtp ]
income is mcluded in the incorne tax returns of the partners. Accordmgly, there is no provnsnon for income taxes
in the accompanymg consolidated financial statements,

Fair Value of Financial Instruments. Our financial.instruments consist primarily of cash and cash
equivalents, accounts receivable, accounts payable and derivative instruments to hedge commodity price and
interest rate risk. The carrying amounts of cash and cash equivalents, accounts receivable and accounts payable
are representative of their respective fair values due to the short-term maturities of these instraments.  *

.t

Accounting for Derivative Instruments. We may enter into-various derivative instruments to hedge the
risks associated with changes in commodity prices and interest rates. We use physical and financial forward

conltracts to hedge a portion of our exposure to price fluctuations of natural gas and electricity.

Under SFAS No. 133, “Accounting for Derivative Instruments and Hedging Activities” as amended, we
recognize all derivative instruments.on the balance sheet at their fair values, and changes in fair value are
recognized immediately in earnings, unless the derivatives qualify, and are designated, as hedges of future cash
flows or fair values, or qualify, and are designated, as normal purchases and sales. For derivatives treated as
hedges of future cash flows, we record the effective portion of changes in the fair value of the derivative
instrument in other comprehensive income until the related hedged items impact-earnings. Any ineffective
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. portion of a cash flow hedge is reported in earnings immediately. For derivatives treated as fair value hedges, we
record changes in the fair value of the derivative and changes in the fair value of the hedged risk attributable to
the related asset, liability or firm commitment in current period earnings. Derivatives treated as normal purchases
or sales are recorded and recognized in income using accrual accounung As of December 31, 2005, we had no
derivative instruments recorded on our balance sheet.

Note 3—Goodwill
As of December 31, 2005, we had no goodwill recorded on our balance.sheet.

Note 4—Impairment of Long-Lived Assets

In December 2004, we tested our long-lived assets for impairment in accordance with SFAS No. 144, As a
result of the expiration of the CDWR contract (See Note 7—Power Purchase Agreement), our impairment
analysis of the Cabrillo II facility indicated future cash flows were insufficient to recover the carrying value of
the long-lived assets. As a result, we recorded an impairment of $24,348,534, which is included in impairment
charges on the consolidated statements of operations. At December 2005, as a result of the pending sale of
Dynegy’s 50% ownership interest in WCP to NRG, we tested our assets again. Our analysis indicated no
impairment was necessary.

Note 5—Derivatives and Hedging

We previously entered into a series of fixed price electricity purchases to hedge a portion of the fair value of
our fixed price CDWR Power Purchase Agreement ("PPA"). During the year ended December 31, 2004, there
was no ineffectiveness from changes in fair value of hedge positions and no amounts were excluded from the
assessment of hedge effectiveness. Additionally, no amounts were reclassified to eamnings in connection with
forecasted transactions that were no longer considered probable Upon acceptance of RMR Condition 2 on
December 31, 2004, we are not exposed to the variability of cash flow from sales of power on a merchant basis.
We did not enter into any fair value hedges during the year ended December 31, 2005.

The risk management assets and liabilities as of December 31, 2004 are derivatives, primarily gas and
power forward sales contracts and swaps utilized to reduce our exposure to commiodity price risk. However,
these derivatives are not designated as cash flow hedges as defined in SFAS No. 133. '‘As of December 31, 2005,
all of our outstanding derivative positions had matured. Please read Note 7—Power Purchase Agreement for a
more detailed explanation of our Power Purchase Agreements.

+

Note 6—Related Parties

We purchase fuel for our plants under full requirement natural gas supply agreements ("GSAs"} with
Dynegy Marketing and Trade ("DMT"), one of our affiliates. Charges for fuel are based upon similar terms and
conditions, primarily index, as could be obtained from unrelated third parties. Fuel purchases from DMT are
included in affiliated operating costs in the consolidated statements of operations.

We contracted with DYPM to provide all power scheduling, power marketing and risk management for us
under an energy management agreement (the "EMA™). Additionally, we contracted with DMT to provide all
scheduling of fuel supply. '

We entered into operation and maintenance ("O&M") agreements with NRG Cabrillo Power Operations Inc.
and NRG El Segundo Operations Inc.; two of our affiliates, for Cabrillo I and Cabrillo I effective May 2001 and
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for ESP and LBG effective April 2000. Fees for services under these contracts primarily include recovery of the
costs of operating the plant as approved in the annual budget, as well as a base monthly fee. When NRG became
operator, we contracted with NRG Development Company, Inc., one of our affiliates, to provide services under
the Administrative Management Agreement {the "AMA"). Services provided under the AMA included
environmental, engineering, legal and public relations services not covered under the O&M agreements, Fees for
such services are subject to executive committee approval if the amounts exceed a cerain percentage of the
applicable annual approved budget. - : -

We entered into an administrative services management agreement (the "ASMA") with Dynegy Power
Management Services, L.P., one of our affiliates, under which Dynegy Power Management Services, L.P,
provides administrative services such as business management and accounting. Fees for such services are subject
to executive committee approval if the amounts exceed a certain percentage of the apphcable annual approved
budget. : -

"As described above, our affiliates provide various services for us. Charges for these services are included in
our operating and general and administrative expenses in the consolidated statements of operations and consisted
of the following costs: *

I

Years Ended

December 31,
2005 2004
(in thousands)
Dynegy Related Cost B
Fuel ... e o B180,796  $267.,844
EMA Charges ....................... O 4373 9216
+ Charges included in operating costs .......... O S ... $185,169 . $277,060
ASMA fees included in general and administrative expenses ............. $ 1292 % 1,264
NRG Related Cost
O&M charges included in operating costs ..............c..... e $ 33348 § 37,694
AMA charges included in general and adrﬁini‘strati\fe expenses ...... ... 8§ 01969 % 1,823

1 L. . ]

Note 7—Power Purchase Agreement

We entered into a long-term Power Purchase Agreement with the CD'WR in March 2001. From March 2001
through December 31, 2004, the CDWR contracted for fixed-price firm energy and system contingent capacity
and energy representing a substantial portion of WCP’s capacity. Sales to CDWR constituted approxlmately 71%
and 88% of revenues, net of reserves, in 2004 and 2003 respecuvely

The CDWR contract expired on December 31, 2004. For 2005, all of our assets operated under RMR
Condition 2 contracts with the Cal ISO, except for the Long Beach facility, which was retired effective January 1
2005 (See Note 2—Accounting Policies—Property, Plant and Equlpment for further detailed discussion of the
Long Beach retirement). Under the terms of these RMR contracts, the Cal ISO reimburses WCP for 100% of
approved costs plus a rate of return specified in the contracts. When the facilities are instructed to provide power
by the Cal ISO, they are reimbursed for their variable production costs. Under RMR Condition 2, the facilities
are 100% committed to the Cal ISO and, therefore, do not experience changes in market conditions through
bilateral energy or capacity sales to third parties that the Company might otherwise enter into. The RMR

2
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contracts are effective for calendar year 2005. For 2006, the Cal 1SO has agreed to renew its RMR agreements
with Cabrillo 1 and I1. All units will be operating under Condition 2 except for Cabrillo I, Units 4 and 5, which
will operate under Condition 1. ' e o

In addition, ESP entered into a power sales agreement with a major California utility for 100% of the
capacity and associated energy from the El Segundo facility from May 2005 through December 2005. During the
term of this agreement, the utility will be entitled to primary energy dispatch right for the facility’s generating
capacity. The agreement permitted the utility to exercise primary dispatch rights under the agreement while
preserving Cal ISO’s ability to call on the El Segundo facility as a reliability resource under the RMR agreement.
The agreement was accounted for as an operating lease of the facility under the requirernents of Emerging Issues
Task Force (“EITF”) Issue No. 01-8 ‘Determining Whether an Arrangement Contains a Lease”, with revenues
being recognized on a straight-line basis over the life of the agreement. Sales under this agreement constituted
approximately 13% of revenues in 2005.

In the fourth quarter 2005, ESP entered into a power sales agreement with a major California utility for the
sale of 100% of the capacity and associated energy from the El Segundo facility from May 2006 through April
2008. During the term of this agreement, the utility will be entitled to primary energy dispatch right for the
facility’s generating capacity. The agreement will be accounted for as an operating lease of the facility under the
requirements of EITF Issue No. 01-8, with revenues being recognized on a straight-line basis over the life of the
agreement.

Note 8—Debt

In June 2003, we replaced our Refinanced Credit Agreement with an 18-month $50,000,000 letier of credit
facility. With the replacement of the Refinanced Credit Agreement, we are no longer required to maintain
restricted cash funds. This agreement requires us to post equal amounts of cash collateral for all fetters of credit
issued. This letter of credit facility incurs fees at the rate of 0.50% on any outstanding letters of credit plus a
commitment fee at the rate of 0.25% on any unused amount of the commitment. '

In November 2004, the letter of credit facility was extended until December 31, 2003 and increased from
$50,000,000 to $85,000,000 effective January 1, 2005. We incurred financing costs of $275,000 in connection
with the renewal of the agreement. These costs were fully amortized during 2005. At December 31, 2004, our
deposit for our letter of credit facility was $35,300,000 and is included in prepaid expenses on our consolidated
balance sheets. Of this deposit, $28,450,000 was issued in letters of credit. On December 22, 2005, the letter of
credit facility was amended, reducing the available amount to $35,000,000 as of December 31, 2005, and
extending the termination date to June 30, 2006. At December 31, 2005, our deposit for our letter of credit
facility was zero and no letters of credit under the facility were outstanding.

In addition to our letter of credit facility, we also post cash directly with some of our counterparties. These
deposits total $48,129,800 for 2005 and are included as prepaid expenses on our consolidated balance sheets.

Our interest costs on the term loans, working capital loans and interest rate swaps (including swap
termination costs and amortization costs, which are included in depreciation and amortization expense on the
consolidated statements of operations) totaled approximately $275,000 and $500,000 for 2005 and 2004
respectively.
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Note 9—Commitments and Contingencies . o - .

Set forth below is a description of our material legal proceedings. In addition to the matters described
below, we are party to legal proceedings arising in the ordinary course of business. In managemem s opinion, the
disposition of these matters will not materlally adversely affect our ﬁnanc1a1 condition, results of operatlons or
cash ﬂows

We record reserves for estimated losses from contingencies when information available indicates that a loss
is probable and the amount of the loss is reasonably estimable under SFAS No. 5, “Accounting for
Contingencies”. For environmental matters, we record liabilities when remedial efforts are probable and the costs
can be reasonably estimated. Please see Note 2—Accounting Pohcnes for further discussion. Environmental
reserves do not reflect management’s assessment of the insurance coverage that may be applicable to the matters
at issue. We cannot guarantee that the amount of any reserves will cover any cash obligations we might incur as a
result of litigation or regulatory proceedings, payment of which could be material.

With respect to some of the items listed below, management has determined that a loss is not probablc or
that any such loss, to the extent probable, is not reasonably estimable. In some cases, management is not able to
predict with any degree of certainty the range of pOSSlblC loss that could be mcurred Notwithstanding these facts,
management has assessed these matters based on current information and made a judgment concerning their
potential outcome, giving due consideration to the nature of the claim, the amount and nature of damages sought
and the probability of success. Management’s judgment may, as a result of facts arising prior to resolution of
these matters of other factors, prove inaccurate and investors should be aware that such judgment is made subject
to the known uncertainty of lmganon

Califomia Market Litigation. WCP or it subsidiaries are or were defendants in lawsuits alleging rate and
market manipulation in California’s wholesale electricity market during the California energy crisis and seeking
unspecified treble damages. The cases are: People of the State of California ex rel. Bill Lockyer, Attorney
General v. Dynegy Inc., et al and Bustamante v Dynegy Inc., et al. The Lockyer case was dismissed in federal
district court in the first quarter of 2003 on the grounds of FERC preemption and the filed rate doctrine. The
Ninth Circuit Court of Appeals affirmed the dismissal in June 2004, and a Petition for Writ of Certiorari to lhe
U.S. Supreme Court was denied in April 2005. Bustamante (I} was remanded to a California state coun and in
May 2005, we filed a motion to dismiss. The court granted our motion in October 2005 on grounds “of federal
preemption. On December 2, 2005, plaintiffs filed a notice of appeal of the dismissal order.

L f 1 !
In addluon to the lawsults discussed above, WCP and/or the LLCs were named as defendanls in seven other

putative class actions and/or representative actions that were filed in state and federal court on behalf of business
and residential electricity consumers against numerous power generators and marketers between April and
October 2002. The complaints alleged unfair, unlawful and deceptive practices in violation of the California
Unfair Business Practices Act and sought an injunction, restitution and unspecified damages. The court dismissed
these actions and plaintiffs appealed. The Ninth Circuit affirmed the denial of remand and dismissal of these «
lawsuits in February 2005. .

In December 2002, two additional actions were filed on behalf of consumers and businesses in Oregon,
Washington, Utah, Nevada, Idaho, New Mexico, Arizona and Montana that purchased energy from the California
market alleging violations of the Cartwright Act and unfair business practices. These cases were subsequently
dismissed and re-filed in California Superior Court as one class action complaint styled Jerry Egger v. Dynegy .
Inc., et al. The cases were removed from state court and consolidated with existing actions pending before the
U.S. District Court for the Northern District of California. Plaintiffs challenged the removal and the federal court
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stayed its ruling pending a decision by the Ninth Circuit on the Bustamante (1) case referenced above. Although
the Ninth Circuit issued a decision remanding that case, no ruling has been made with respect to Egger.

In June 2004, the City of Tacoma v. American Electric Power Service Corporation, et al., was filed in
Oregon and Washington federal courts against several energy companies seeking more than $30 million in
compensatory damages resulting from alleged manipulation of the California wholesale power markets. In
February 2005, the respective federal courts granted our motion to dismiss. Shortly thereafter, the plaintiff filed a
notice of appeal to the Ninth Circuit. We filed responsive briefs in November 2005. The case remains pending.

We believe that we have meritorious defenses to these claims and intend to defend against them vigorously. '
We cannot predict with certainty whether we will incur any liability or estimate the range of possible loss, if any,
that we might incur in connection with these lawsuits. However, given the nature of the claims, an adverse result
in any of these proceedings could have a material adverse effect on our financial condition, results of operations
and cash flows. ' '

FERC and Related Regulatory Investigations—Requests for Refunds. In October 2004, the FERC
approved in all respects the agreement announced by Dynegy and West Coast Power in ‘April 2004, which
provided for the settlemnent of FERC claims relating to western energy market transactions that occurred from
January 2000 through June 2001. Market participants (other than the parties to the settlement) were permitted to
opt into this settlement and share in the distribution of the settlement proceeds, and most of these other market
pammpants have done so. The Cal ISO will determine the entitlement to refund and/or the liability of each
non-settling market participant. Under the terms of the settlement, we will have no further liability to these
non-settling parties. The settlement further provides that we are entitled to pursue claims for reimbursement of
fuel costs against various non-settling market participants. We are currently pursuing these claims but are unable
to prédict the amounts that may be recevered from such parties.

The settlement does not apply to the ongoing civil litigation related to the California energy markets
described above in which Dynegy and West Coast Power are defendants. The settlement also does not apply to
the pending appeal by the CPUC and the California Electricity Oversight Board of the FERC'’s prior decision to
affirm the validity of the West Coast Power-CDWR contract. We are currently awaiting a ruling on this appeal
and cannot predict their outcome. ' :

. .
i

Gas Index Pricing Litigation. We are defending the following suits claiming damages resulting from the
alleged manipulation of gas index publications and prices by WCP and/or the LLCs and numerous other power
generators and marketers: ABAG v. Sempra Energy et al. (filed in state court in November 2004); Bustamante v.
Williams Energy Services et al. (class action filed in statc court in November 2002); City and County of San
Francisco v. Dynegy Inc. et al. (filed in state court in July 2004); County of Alameda v. Sempra Energy (filed in’
state court in October 2004); County of San Diego v. Dynegy Inc., Dynegy Marketing and Trade, West Coast
Power, et al. (filed in state court in July 2004); County of San Mateo v. Sempra Energy et al. (filed in state court
in December 2004); County of Santa Clara v. Dynegy Inc., Dynegy Marketing and Trade, West Coast Power, et
al. (filed in state court in July 2004); Fairhaven Power Company v. Encana Corp. et al. (class action filed in
federal court in September 2004); Ableman Art Glass v. EnCana Corp., et al. (filed in federal court in December
2004); Nurserymen'’s Exchange v. Sempra Energy et al. (filed in state court in October 2004); In re: Natural Gas
Commodity Litigation (filed in federal court'in January 2004); Older v. Dynegy Inc. et al. (filed in federal court in
September 2004); Sacramento Municipal Utility District (SMUD) v. Reliant Energy Services, et al. (filed in state
court in November 2004); Texas-Ohio Energy, Inc. v. CenterPoint Energy Inc., et al. (class action filed in federal
court in November 2003); School Project for Utility Rate Reduction v. Sempra Energy, et al. (filed in state court
in November 2004); Tamco, et al. v. Dynegy, Inc., et al. (filed in state court in December 2004); Ever-Bloom,
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Inc. v. AEP Energy Services, Inc., et al. (filed in federal court in November 2004) and Utility Savings & Refund
v. Reliant Energy Services, et al. (class action filed in federal court in November 2004). In each of these suits, the
plaintiffs allege that we and other energy companies engaged in an illegal scheme to inflate nalural gas prices by
providing false information to gas index publications, thereby manipulating the price. All of the complaints rely
heavily on the FERC and CFTC investigations into and report concerning index-reporting manipulation in the
energy industry. The plaintiffs generally seek unspecified actual and punitive damages relating to costs they
claim to have incurred as a result of the alleged conduct.

Pursuant to varicus motions filed by the parties to the litigation described above, the gas index pricing
lawsuits pending in state court have been consolidated before a single judge in state court in San Diego. These
cases are now entitled the “Judicial Counsel Coordinated Proceeding (JCCP) 4221, 4224, 4226, and 4228, the
Natural Gas Anti-Trust Cases, I, 1L, ITl, & 1V”, which we refer to as the “Coordinated Gas Index Cases.” In April
2005, defendants moved to dismiss the Coordinated Gas Index Cases on preemption and filed rate grounds. The
Court denied defendants’ motion in June 2005 and in October 2005 the defendants filed answers to the plaintiffs’
complaints. The parties are presently engaged in discovery.

As to the gas index pricing lawsuits that have been filed in federal court, in Texas-Ohio, the defendants filed
a motion to dismiss in May 2004, which the court granted in April 2005. The remaining federal court cases have
been transferred to the federal judge in Nevada who presided over the Texas-Ohio matter. In December 2003, the
Nevada federal court dismissed three additional cases (Ableman Art Glass, Fairhaven Power and Ulility
Savings & Refund) on similar grounds to Texas-Ohio, finding plaintiffs’ claims barred by the filed rate doctrine.

In February 2006, we reached 4 settlement in In re Natural Gas Commodity Litigation, resolving a class
action lawsuit by all persons who purchased, sold or settled NYMEX Natural Gas Contracts as an opening or
closing transaction or otherwise, between June 1, 1999 and December 31, 2002 inclusive. The underlying action
alleged the named defendants (including Dynegy and West Coast Power), unlawfully manipulated and aided and
abetted the manipulation of the prices of natural gas futures contracts iraded on the NYMEX. Pursuant to the
settlement, Dynegy and West Coast Power continue to deny plaintiffs* altegations, and Dynegy agreed to pay $7
million in settiement of any and all claims for damages arising from or relating in any way to trading during the
Class Period in NYMEX Natural Gas Contracts. The settlement is subject to a fairness hearing and final Court
approval.

We are analyzing all of these claims and intend to defend against them vigorously. We cannot predict with
certainty whether we will incur any liability or to estimate the damages, if any, that might be incurred in
connection with these lawsuits. We do not believe that any liability that we might incur as a result of this
litigation would have a material adverse effect on our financial condition, results of operations or cash flows.

U.S. Attorney Investigations. The United States Attorney’s office in the Northern District of California
issued a Grand Jury subpoena requesting information related to our activities in the California energy markets in
November 2002. We have been, and intend to continue, cooperating fully with the U.S. Attorney's office in its
investigation of these matters, including production of substantial documents responsive to the subpoena and
other requests for information. We cannot predict the ultimate outcome of this investigation.
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